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THE FINANCIAL COLLAPSE OF
HEALTHSOUTH

THURSDAY, OCTOBER 16, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
2123, Rayburn House Office Building, James C. Greenwood (chair-
man) presiding.

Members present: Representatives Greenwood, Bilirakis,
Stearns, Burr, Bass, Walden, Ferguson, Rogers, Tauzin (ex officio),
and DeGette.

Staff present: Casey Hemard, majority counsel; Kelli Andrews,
majority counsel; Ann Washington, majority counsel; Yong Choe,
legislative clerk; Edith Holleman, minority counsel; and Voncille
Hines, research assistant.

Mr. GREENWOOD. The hearing of the Committee on Energy and
Commerce Subcommittee on Oversight and Investigations will
come to order, and the Chair recognizes himself for the purpose of
making an opening statement.

This morning we hold the first day of our hearing to examine al-
legations of accounting fraud and poor corporate governance poli-
cies at HealthSouth, the largest provider of outpatient rehabilita-
tion services in the United States. This committee has a well recog-
nized history of bringing important matters of corporate govern-
ance and accounting fraud to the forefront of public awareness in
a timely and thorough fashion.

In the last Congress, this Committee took the lead in examining
the corporate governance practices and accounting fraud allega-
tions associated with the financial collapse of several companies, all
of which were in industries that fell within with the Energy and
Commerce Committee’s broad jurisdictional ground. For example,
the Enron investigation focused on corporate governance practices
and accounting matters associated with the energy industry. Ques-
tionable accounting practices at telecommunication companies were
brought to light during our hearings last year on Qwest and Global
Crossing.

We now turn to another area that falls within this committee’s
jurisdiction, the health care industry. The HealthSouth hearings
will provide this committee the opportunity to examine various cor-
porate governance and accounting issues as they apply to and as
they may impact the health care industry specifically.
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The importance of having congressional hearings on matters ef-
fecting the investing public cannot be over emphasized. Due in
large to the work of this committee, last year Congress passed and
President Bush signed into law historic corporate reform legisla-
tion, legislation that addressed many corporate governance and ac-
counting matters that were first brought to the public’s attention
by our hearings.

While investigations by other branches of the government can
last months, even years, timely congressional hearings can result
in changes that benefit the public sooner rather than later.

With respect to the HealthSouth investigation, on March 19 of
this year the first of 15 former HealthSouth officers plead guilty to
a variety of Federal charges including conspiracy to commit wire
fraud, securities fraud, falsifying books and records, falsification of
financial information filed with the SEC, bank fraud and con-
spiracy to make false statements to auditors. Incredibly, all five of
the company’s chief financial officer spanning a period of over 15
years have plead guilty to a variety of these Federal offense. Guilty
pleas also have been obtained from several controllers and treas-
urers of the company.

The essence of the fraud was similar to those we have witnessed
in the past. It involved the use of inappropriate accounting prac-
tices to hide expenses and inflate revenues. All in an attempt to
meet Wall Street’s earnings expectations.

What is unique in this case is how the company’s senior officers
crafted an elaborate ruse to come clean with Wall Street about true
projected earnings once it became obvious that they would need to
do so by blaming a Medicare billing policy clarification on group
therapy reimbursement, known as Transmittal 1753, for an imme-
diate and ongoing $175 million annual hit to its books.

The reality, as we will hear today, is that this policy clarification
would have little immediate impact and questionable long term im-
pact on HealthSouth’s finances. The last man standing after this
wave of admissions and guilty pleas is the founder and former
chairman and CEO of the company Richard Scrushy. Notably,
every CFO as well as other senior officer of HealthSouth have stat-
ed under oath that Mr. Scrushy directed them to falsify
HealthSouth’s public financial statements.

Mr. Scrushy appears before this committee today voluntarily, but
has advised us that he will not testify and plans to assert his Fifth
Amendment right not to incriminate himself. This committee, as al-
ways, respects this assertion. However, I am deeply troubled by
this decision given that just 4 days before this hearing Mr. Scrushy
granted a no holes barred interview to “60 Minutes” without his at-
torney present. To agreed to answer the questions put to him by
a reporter, but now refuses to answer questions put to him by the
representatives of the investing public who lost so much money in
the almost total dissemination of HealthSouth’s stock last year.

This begs the question why is Mr. Scrushy unwilling to answer
here today under oath some of the same exact same questions
asked of him by a reporter? I also wanted to know why it is that
in the 3 months leading up to the company’s announcement of the
purported $175 million impact of Transmittal 1753, an announce-
ment that sent HealthSouth’s stock plummeting and the company
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to the brink of bankruptcy, Mr. Scrushy disposed of 75 percent of
his HealthSouth stock worth nearly $100 million? This fact is even
more suspicious given that Mr. Scrushy had not engaged in any
stock sales for the 5 preceding years.

Although we likely will not hear answers from Mr. Scrushy today
to these and other questions, we will hear from other witnesses
about the intimidating nature of the corporate environment and its
domineering chairman and how he made employees feel that if
they ever told him something he did not want to hear or pointed
out any internal problems, they would lose their jobs.

We will hear how Mr. Scrushy installed hidden cameras to keep
watch over his empire and had himself accompanied by an armed
bodyguard even while in his own company’s corporate office.

Several employees will tell us that one reason they did not use
the fraud hotline set up by HealthSouth and touted by Mr. Scrushy
as a way to report fraud allegations within the company, was that
they feared that the hotline was, in fact, monitored by
HealthSouth’s security and their identity could be uncovered.

We also will hear testimony from a witness who reported her
suspicion about fraud occurring at the company by senior manage-
ment 3 years before the HealthSouth case broke. However, as the
committee has learned, the corporate compliance officer who took
charge of the investigation directed that the case be closed and no
pa({)erwork substantiating any investigation that he did exists
today.

All of these matters raise distributing questions about the cor-
porate culture established by Mr. Scrushy and the extent to which
the company under Mr. Scrushy’s leadership allowed its internal
controls and compliance efforts to be weak or nonexistent. They
also raise serious questions about the adequacy of efforts by
HealthSouth’s Board, it’s outside auditors and other extensible
independent actors to properly oversee this company and protect
the interests of investors, a subject for our next day of hearing into
this matter.

Following our hearing into the Enron scandal, this Congress
passed historic legislation to reform some of these corporate
abuses. To some degree we are already seeing the benefit of that
legislation in this case as the personal certifications of company
books now required by senior officers reported led one or more of
HealthSouth’s CFOs to think twice and go to the Justice Depart-
ment instead. However, I cannot help but be amazed that even in
the post Enron environment HealthSouth’s corporate chiefs, board
members and outside experts would either participate in or fail to
properly undercover and stop such blatant accounting scams. How
could this have occurred? Certainly Mr. Scrushy had it at least par-
tially right when he said on “60 Minutes” the other night that
there are incredible financial and other incentives for corporate
chiefs to cook the book because of promotions, raises, bonuses,
stock options and just plain old greed. If that is true, then we must
question whether any legislation will ever be sufficient to deter
such behavior.

Perhaps it comes down to the ethical and cultural climate fos-
tered by those at the top of these companies, which is why it is so
appropriate to start this hearing with Mr. Scrushy himself.
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I want to thank all of the witnesses for attending.

I now recognize the lady from Colorado, Ms. DeGette, for an
opening statement.

Ms. DEGETTE. Thank you, Mr. Chairman, for holding this very
important hearing on the fraud that nearly brought down the $4
billion HealthSouth Corporation.

This committee has developed an enviable record in exposing and
investigating fraud as some of the largest companies in this coun-
try, including Enron and WorldCom. In response to the scandals at
Enron and WorldCom, Congress passed the Sarbanes Oxley Act
which you referred to, which took a critical step in increasing ac-
countability and cracking down on corporate malfeasance through-
out corporate America. However, the revolutions of the culture of
deceit that pervaded HealthSouth and the countless measures
members of the management team took in order to create and to
protect their own fortunes reminds us that corporate reform is,
nevertheless, an issue that requires our immediate attention.

Simply, the deception that permeated HealthSouth from the
management team to the board of directors to the internal and ex-
ternal auditing teams is an absolute outrage. It is yet another so-
bering instance of the triumph of creed and arrogance over a com-
pany’s fiduciary duty to its shareholders. Accordingly, it’s incum-
bent upon us as a legislative body to send an unequivocal message
that such crookedness should not and will not be tolerated.

Unlike other cases that we’ve investigated in this subcommittee,
like Enron and WorldCom, the case of HealthSouth has some
unique characteristics. It’s often difficult to prove that a company’s
chairman and chief executive officer had personal knowledge of a
fraud. In this case however, as the chairman mentioned, 5 chief fi-
nancial officers covering the period of HealthSouth’s creation in
1984 to March 2003 have plead guilty, and all of them have said
that Richard Scrushy, the company’s chief executive officer directed
them to make changes in the company’s financial books when the
company couldn’t meet Wall Street’s expectations; changes that al-
legedly amounted to nearly $3 billion.

Meanwhile, Mr. Scrushy claims he’s innocent but refuses to tell
this committee what he knows and what he doesn’t know, prefer-
ring I guess to go on national TV to say so. He claims that these
officers committed fraud, or at least he said on Sunday the officers
committed fraud to benefit themselves. But, of course, he neglected
to mention the biggest beneficiary of the fraud and other question-
able practices of HealthSouth was Mr. Scrushy himself.

Our investigation has revealed a company with a breathtaking
lack of internal controls and one of the most negligent boards that
we've observed. The company was under the total control of Mr.
Scrushy with no countervailing corporate governance system in
place. By all accounts Mr. Scrushy ran HealthSouth by intimida-
tion and manipulation. He refused to listen to top staff who told
him what he didn’t want to hear and punished them by taking
away responsibilities or playing staff members against each other.

One of the board members has said that no employee could stand
up against Mr. Scrushy without expecting pay back. As a result,
the compliance officer who could have stopped this fraud in 1999
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failed to investigate credible allegations backed up by documentary
evidence which were actually admitted by the controller.

The chief financial officer instructed him to placate the complain-
ant and the traditional internal controls were also missing. The in-
ternal auditors who reported directly to Mr. Scrushy by his orders
could not look at the corporate books. Ernst & Young, the external
auditor, which should have picked up on some of these weaknesses
never once found a single concern with the company’s accounting
practices or internal controls. I understand theyre coming in a few
weeks, and I'm looking forward to hearing them.

The HealthSouth board, stacked with personal friends of Mr.
Scrushy, was awash in conflicts of interests that benefits them fi-
nancially and functioned as a rubber stamp for Mr. Scrushy.

For example, the board agreed to reprice stock options after they
were granted to benefit Mr. Scrushy and the officers.

The audit committee never met with the internal or external
auditor except to get perfunctory annual reports. The current inter-
nal auditor did not meet with the audit committee for the first 18
months of his tenure. The audit committee only met once in 2001.

These weaknesses allows Mr. Scrushy and others to use cor-
porate funds to their own advantage. Mr. Scrushy had 7 corporate
planes. He wanted to be a music entrepreneur, so he spent a mil-
lion dollars of HealthSouth’s money on Third Phase, a girl band
that he hoped would be the next Destiny’s Child.

The board approved a grant of 250,000 stock options to Tony
Mottola, then head of Sony Records, which subsequently signed
Third Phase to a record contract. But the board can’t even remem-
ber why they did it. And it goes on and on.

HealthSouth’s so called code of ethics requires that all potential
conflicts of interests be approved. According to the minutes pro-
vided to us, none of the conflicts were approved by the board. Some
of them, the board was not even aware of.

In every sense of the word HealthSouth failed the investing pub-
lic in its employees. And, frankly, they are the ones who have paid
the highest price; the shareholders and the employees.

Mr. Chairman, thanks again for holding this hearing. I hope we
cannot only find out the corporate abuses with HealthSouth, but
also delve more into what we can do with accounting and auditing
firms, and the role of boards. Because I think those are two areas
ripe for legislation.

Mr. GREENWOOD. The Chair thanks the gentlelady and recog-
nizes for purposes of an opening statement, the Chairman of the
full Committee, the gentleman from Louisiana, Mr. Tauzin.

Chairman TAUZIN. Thank you, Chairman Greenwood.

And let me first begin by saying how much the whole Committee
appreciates the hard work you and ranking Democrat Ms. DeGette
and the staff on both sides of the aisles have done on behalf of the
committee with respect to these corporate governance and account-
ing fraud cases.

This morning we begin our examination of the financial collapse
of HealthSouth. At its peak this company, reporting its operations
in 50 States and worldwide, was producing about $4 billion a year
in revenues. Today we know that figure was grossly inflated. And
we know these numbers were made up by cooking the HealthSouth
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books over a multiple year period. In fact, currently the companies
forensic accountants indicate approximately $3 billion in fraudulent
accounting entries. That puts this fraud in the class of the
WorldCom fraud we looked at earlier.

Today we know, as the Chairman pointed out, the 15 former em-
ployees of the company, most of them senior management people,
fhavedplead guilty to a range of criminal charges arising out of this
raud.

We also know that, like some other cases we examined, the com-
mittee has learned that there was shredding of documents respon-
sive to the SEC inquiry in this case, and to the Fulbright review
attempt in 2002 to examine one of the aspects of the case.

And we know that shredding occurred in a restricted area, a re-
stricted access area in which the chairman, Mr. Scrushy and 4
other executive officers were located. We obviously don’t know yet
who did the shredding, but we know where it occurred in this re-
stricted area and we know the shredding was, obviously, of docu-
ments responsive to these investigations and examinations.

So we have to ask once again how did such a vast conspiracy,
how could that have occurred in a Fortune 500 company which is
publicly trade and in which millions of Americans, many pension
holders, invest?

When people in this country make decisions about where to in-
vest their hard dollars, when pension funds and others place their
sacred trust dollars into these businesses, everyone should be able
to rely upon established safeguards to ensure that the numbers
they are looking at are real. Those safeguards include internal con-
trols, financial disclosures, corporate compliance programs, board
independence and external auditing. All to ensure that investors
can trust the numbers they are looking at. In the case of
HealthSouth and some of the other cases we have examined, these
safeguards resoundingly failed and Congress and the American
public have a right to know why.

It will be interesting, Mr. Chairman, to examine as we learn all
the fact in this case how the new statute that was passed by Con-
gress would have changed, if it would have changed the results in
this case if this fraud would have been discovered early, if this
fraud could have been prevented. And from this examination we
may learn whether the act we passed can and will work as well as
we hope it will.

This examination is also relevant because we are in the middle
of a Medicare conference. We are examining a health care com-
pany, a health care company that made claims against CMS, the
agency that expends funds for Medicare and Medicaid, a system
that is hard pressed to satisfy the needs of Americans in terms of
maintaining and taking care of health problems in this country,
particularly for our seniors. And so this examination has relevance
on a number of different levels.

As a pointed out, we call the chairman of the board, Mr. Scrushy.
Our job is not to prosecute people here. Our job is to learn what
went wrong. To learn from it, and to establish policy to prevent it
in the future. But we are not going to learn a lot from Mr. Scrushy
today, other than what we have learned on “60 Minutes” while he
was willing to talk to “60 Minutes” reporters without the benefit
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of an attorney, my understanding he will take the Fifth this morn-
ing. And while we certainly respect the rights afford to him under
the Constitution to refuse to incriminate himself, we really ques-
tion why he felt it was appropriate to discuss this story to a tele-
vision journalist when he is unwilling to do so before Congress
today.

We look forward to hearing the testimony of current and former
employees of the company who, in fact, raised concerns about irreg-
ularities that they observed during the period of the fraud, only to
be punished or berated for bringing it to the attention of officers
of the company. Have we heard that before in some of these inves-
tigations?

Let me also thank you all for coming to testify today. If manage-
ment had listened to your concerns when you brought them up sev-
eral years ago, maybe HealthSouth would not have been forced to
the brink of bankruptcy. An important company that delivers im-
portant health care services to Americans would not have been put
in such an awful position.

We will hear from former members of the management team and
employees who were integrally involved in the company’s internal
control and compliance activities. Perhaps they can shed some light
on why these processes failed so dramatically and whether or not
the new Sarbanes Oxley Bill will help cure those problems.

This committee has been examining these HealthSouth issues for
6 months. And, again, I want to thank you all for the extraordinary
hard work you have done, Mr. Chairman and Ms. DeGette, and the
members of your staff. But as you know, we have been looking at
these kind of problems in various sectors of the economy that fall
under this Committee’s jurisdiction. Enron in the energy sector,
WorldCom, Global Crossing, Qwest in the telecom sector. ImClone
and now HealthSouth in the health care sector. In each of these
cases we have pursued these investigations because of the trans-
parency, the accuracy, the credibility of financial statements are
simply essential to the smooth functioning of competitive markets.
And they’re absolutely critical to instill the requisite confidence in
the investing public necessary to support our capital system.
Thankfully, perhaps as a result of the hearings we have held, per-
haps as a result of the Sarbanes Oxley Bill, perhaps as a result of
the extraordinary changes that are occurring in board rooms across
America, Americans are beginning to feel some confidence again in
the marketplace.

Today we take one more step in ensuring the problems that oc-
curred at HealthSouth and the damage done to the investing pub-
lic, to the workers who tried to build a great company only to find
that their leadership in the company let them down; we take one
more step in establishing and reestablishing confidence of Ameri-
cans and investors in this marketplace.

We have got a lot of ground to cover, so Mr. Chairman, I will
yield back the balance of my time.

Mr. GREENWOOD. The Chair thanks the gentleman and recog-
nizes for the purposes of an opening statement the vice chairman
of the subcommittee, the gentleman from Oregon, Mr. Walden.
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Mr. WALDEN. Thank you very much, Mr. Chairman. And thank
you for convening this hearing, the first in a series that examines
the collapse of HealthSouth.

A year and a half ago Congress passed laws in the wake of the
frauds and tumultuous bankruptcies of Enron and Global Crossing
to protect workers and investors in publicly traded corporations by
improving the accuracy of corporate financial disclosures and in-
creasing supervision of accountants that audit public companies. As
a result, the Securities and Exchange Commission has set stand-
ards to ensure that corporate financial disclosures are complete,
transparent and provide an accurate picture of a company’s finan-
cial health. I question if HealthSouth heeded any of the methodolo-
gies that Congress established to check and balance the financial
underpinnings of publicly trade corporations.

I am troubled by charges included in the complaint filed in the
U.S. District Court of the Northern Alabama by the SEC that
claims that between 1999 and 2002 when HealthSouth’s earnings
fell short of Wall Street’s earnings estimates, Mr. Scrushy, CEO of
HealthSouth, directed accounting personnel to “fix it” by artificially
inflating the company’s earnings to match Wall Street’s expecta-
tions. This type of alleged fraud is exactly what Congress is at-
tempting to root out when we passed the landmark Sarbanes Oxley
Corporate Accountability Act. Was anyone accountable at
HealthSouth under Mr. Scrushy’s leadership?

As long as corporate executives feel they are above the law and
not accountable to each and every shareholder, Congress will hold
them accountable for their actions or inactions. Reforming account-
ing oversight and enhancing corporate disclosure are critical to in-
creasing and maintaining investor confidence in our Nation’s cor-
porations. Without this confidence, private investment will plum-
met and our economy will suffer.

The “60 Minutes” piece that aired on Sunday night told a story
of a night that had a vision and worked tirelessly to make his vi-
sion a reality. He built a health care empire that provided rehabili-
tative care to patients coast to coast and employed tens of thou-
sands. That company, HealthSouth, would still be a struggling
small business scraping capital together if it were not for the con-
fidence that investors and shareholders afford Richard Scrushy in
the mid 1980’s when HealthSouth began to be publicly traded.

Each time an Enron, WorldCom, Global Crossing or HealthSouth
scandal surfaces investor confidence is severely eroded. Without in-
vestor confidence, the free enterprise system falters. This sets of a
domino effect throughout our economy.

It is extraordinary to me that this company paid more to Ernst
& Young to check its trash cans and toilets than it paid to audit
its books and its revenues and expenditures. It is absolutely out-
rages.

One of my colleagues mentioned that there was a breathtaking
lacking of internal control. And, indeed, from a normal sense of
business practice that is true. But it begins to look like there was
an extraordinary system of internal control right at the top that
prevented internal auditors from accessing the books and records
they needed to access. There is a total failure here in how this com-
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pany was reviewed, audited and the information that flowed out to
investors.

I spent 5 years on a community bank board and served on an
audit committee. I am outraged at the practices that I read about
that took place here. It’s unexcusable, it’s unacceptable, it will not
be tolerated.

Mr. Chairman, I yield back the balance of my time.

Mr. GREENWOOD. The Chair thanks the gentleman and recog-
nizes for an opening statement the gentleman from North Carolina,
Mr. Burr.

Mr. BURR. Thank you, Mr. Chairman.

Mr. Chairman, this has become too much of a commonplace thing
for this Committee that we have a piece of corporate America in
front of the Oversight Committee. Because of the fact that they let
down the trust of their investors, their employees, that there poten-
tially was fraud. I would remind everybody, we are not a court. We
have a very important role to play, and it is why I think this hear-
ing is going on.

We have a policy mission as it relates to Medicare and Medicaid
that a lot of times people do not believe that our eyes are on the
right thing. To understand it in total it means that you have to
look at everything that has an effect on it. Fraud within that sys-
tem has a huge effect. It is very appropriate for this Committee to
look at this issue, and to look at it in whatever detail helps us to
understand what happened, why it happened. Because our chal-
lenge is to make sure that we design a system that does not allow
it to happen, whether it is this company or another company, or
another entity in the future.

Clearly there is a legal process that those that need to go
through will go through. But I hope that those that are here today
understand that this committee through this subcommittee are fo-
cused on the changes, if any, that we need to make to make sure
that in the future this cannot happen. Not that it does not. We un-
derstand that individual creed maybe does drive people to do
things that they know are wrong. It does not mean that we have
to create a system or allow one to stay in place that makes it easy
for them to make that decision.

So I do appreciate the Chairman’s willingness to do this, and I
know this will not be the last time that we are forced to have a
hearing in Oversight that does this, but I do thank the Chairman.

Mr. GREENWOOD. The Chair thanks the gentleman and recog-
nizes for an opening statement the gentleman from New Jersey,
Mr. Ferguson.

Mr. FERGUSON. Thank you, Mr. Chairman. Thank you for hold-
ing this important hearing on the massive and comprehensive
fraud perpetrated by executives at HealthSouth.

First of all, we have to remember and think of the people at the
FBI and the SEC, and the Department of Justice. They should be
commended for their diligence in pursuing this matter and helping
uncover the deceptive and illegal scheme that is simply business as
usual for the executive team at HealthSouth.

Listen to the words that the FBI and the U.S. Attorney have
used to describe the criminal HealthSouth’s activities. “Securities
fraud, tax fraud, bank fraud, accounting fraud, wire fraud, criminal
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conspiracy.” Clearly the authorities must continue their hard work
until justice is served for all those who are guilty of deceptive and
unlawful business practices.

Mr. Chairman, as you have noted, 15 people have already plead
guilty in this case. These are 15 seemingly everyday people who
have been branded as felons and will spend time in jail, possibly,
for their criminal actions. At HealthSouth it was the culture from
top to bottom to carry out this fraudulent scheme with the execu-
tive team.

As a U.S. Attorney said in a recent press release, “HealthSouth
does not represent a mere accounting fraud, but rather a business
scheme to fraudulent boost HealthSouth’s reported earnings.” The
U.S. Attorney continued “HealthSouth executives concealed the
scheme to fraudulently inflate earnings from the investing public,
the auditors and government regulators and willfully and know-
ingly made false and misleading statements to auditors and omit-
ted material facts in order to mislead their accountants”—even
misleading their accountants—“in connection with an audit of
HealthSouth’s financial statement.”

I am interested to hear how such a massive and comprehensive
fraud could have been orchestrated. Unfortunately, we will not be
hearing, seemingly, from the captain of the ship at HealthSouth.
Many have suggested that Mr. Scrushy, founder and former CEO
of the company, initiated and masterminded this fraud. We may
not get any answers from Mr. Scrushy today, but we will learn a
great deal about the fraud at HealthSouth.

But if there is one thing that I hope that we will learn from this
hearing, and all America will learn from this hearing, is that those
who run America’s companies will continue to get the message;
that if you are committing fraud, you will be caught and there will
be a dear price to pay.

Thank you, Mr. Chairman. I look forward to hearing from our
witnesses, and I yield back.

Mr. GREENWOOD. The Chair thanks gentleman and recognizes for
his opening statement the gentleman from Florida, Mr. Stearns.

Mr. STEARNS. Good morning. And thank you, Mr. Chairman, for
holding this subcommittee hearing.

Now here we go again. We have been through this with other
companies, and obviously it’s disheartening to see that this com-
mittee has to continue to investigate corporate malfeasance and
whether this financial fraud is committed by accounting firms, like
Arther Anderson, or energy companies or conglomerates, it is all
disappointing again this morning to be here.

There is a branch of HealthSouth chain in my hometown of
Ocala, Florida. My constituents have used it for years and families
in Ocala and throughout central Florida depend upon the jobs
there.

HealthSouth had its executives come into my office here in
Washington to lobby me and my staff. One of the concerns they
had were they want a more lucrative classification dealing with
Medicare reimbursement for therapy, the 75 percent rule so called.
And they wanted to make themselves more available for this. And
one of their arguments was they needed it for their bottom line.
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It is not wrong to lobby me, obviously. But myself and my staff
trust that when they come in and to make their arguments in their
presentation about their finances for their firm that they are accu-
rate. Issues like the senior Transmittal 1753, which deals with it.
And then to see to Mr. Scrushy’s mysterious stock option sale, you
know, 3 days prior to that memo casts doubt on that trust.

Mr. Chairman, the Department of Defense put up the 52 most
wanted people in Iraq. My colleagues, there are now two websites
that have come up with the most wanted executives. One of them
is called Shareholders Most Wanted The Original Greedy Executive
Card Deck. And they show a royal flush here including Ken Lay
and others.

Mr. Scrushy, I would think that you will be added to this Share-
holders Most Wanted list, The Original Greedy Executive so we can
see here a royal flush. You will probably replace even some of the
people on this list.

There is another, Stacked Deck, Corporate America’s Least
Wanted, the original scandal list. It’s a parody. It’s a good card set.
It includes companies as well as individuals.

So, Mr. Chairman, we can see that the public is starting to per-
ceive, and that is why we are here.

Let me follow up a little bit on what my colleague from North
Carolina, Mr. Burr, indicated.

I was asked, well, why is this Committee investing? Why do you
not just send all this information to the Justice Department or the
FTC, or the SEC, why are you spending your time here?

Well, we write the laws, and we write the laws on Medicare re-
imbursement and security trading, and therefore we need to be in-
formed when these events do not proceed according to the law that
we passed. And that is why we are here today. We have a fiduciary
responsibility to taxpayers to understand it so we can write the
laws better.

So once again the committee will again examine the issues of fal-
sified accounting records, inflated share prices, the role of executive
compensation and the protection of corporate and courageous whis-
tleblowers. Besides jeopardizing patients and employees, shady ex-
ecutives’ practices lead to damaging effects that ripple through this
economy. Do not give the shareholders the confidence they need to
invest.

My colleagues, Mr. Chairman, integrity is the elixir that attracts
capital, bottom line. It leads to lifesaving treatment. While deceit
is a poison that erodes investor confidence and hurts employees
and possible patients.

So I look forward to the testimony, Mr. Chairman, this morning.
And I, again, compliment you on this hearing.

Mr. GREENWOOD. The Chair thanks the gentleman.

If there are no additional opening statements, at this time the
Chair will call forward our first witness, Mr. Richard Scrushy,
former Chairman and CEO of HealthSouth.

Mr. Scrushy, please come forward and be seated at the table.

Good morning, sir.

Given that you have indicated through your counsel that you will
not answer the subcommittee’s questions today, I want to show you
and the subcommittee members some excerpts from your appear-
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ance on “60 Minutes” last Sunday night, an interview that your
own lawyers have said in a letter to this subcommittee should
“serve any immediate public need for information from you.”

So will the staff please start the video.

Mr. WALLACE. You are supposed to be a crook. The SEC in effect
says you are. Your former financial officers, chief financial officers
say you are, that Richard Scrushy inflated earnings and betrayed
his stockholders, betrayed his employees.

Mr. ScruUsHY. There is no evidence of any of that. And mainly
what the people have said is not true.

Mr. WALLACE. He told us his top financial officers committed the
fraud without his knowledge.

Mr. ScrUSHY. You have to rely, you have to trust people. You
have to believe—you have to delegate. I mean, you hire you them,
you pay them good salaries, you expect them to do the right thing.
And I signed off on the information based on what was provided
to me and what I was told.

Mr. WALLACE. You say you did not keep track of the accounting?

Mr. ScrusHY. CEO’s do not do that. CFOs do that.

Mr. WALLACE. Who is that?

Mr. ScruUsHY. Chief financial officer means he is the chief finan-
cial officer.

Mr. WALLACE. Here is how the SEC describes what it calls the
scheme, your scheme. Each quarter HealthSouth senior officers
would present Scrushy with the company’s actual earnings and he
would compare them to Wall Street expectations. If the actual re-
sults fell short of expectations, Scrushy would tell his management
to “fix it” by recording false earnings to make up for the shortfall.

Mr. ScrusHY. That is not true.

Mr. WALLACE. Scrushy’s world first began to become apart last
March when one of his chief financial officers went to Federal pros-
ecutors and confessed that HealthSouth at Scrushy’s expressed di-
rection had been overstating its profits hugely for years. So far, 15
former HealthSouth employees have plead guilty.

Michael Martin, Chief Financial Officer. Let me read from the
court transcript when he plead guilty. The judge asked Michael
Martin “Did you Mr. Scrushy discuss in fact the numbers contained
in the filings were false?” “Yes, sir.”

“Did Mr. Scrushy direct you to do something with the number?”
“Yes, sir. He told me to inflate the numbers. To fix the numbers
so that they met Wall Street’s expectations.”

Mr. SCRUSHY. So is Mike Martin just a dummy? Just some guy
says go do something to commit a fraud or a crime that would put
you in jail, and Mike Martin just does it? You don’t believe that,
Mike.

I would never have done that. He is not telling the truth.

Mr. WALLACE. Tad McVay, CFO until early this year, 2003, plead
guilty told the judge Richard Scrushy was aware that the financial
statement contained numbers that were incorrect.

Mr. ScrusHY. This is—again, it is not true.

I have an—I have

Mr. WALLACE. All these guys are liars and you are a knight in
shining armor?
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Mr. ScrUsHY. Mike, there are 50,000 people; there are 5—you
know, 5 people that have made these claims out of 50,000. Let me
make a comment.

Mr. WALLACE. But you are in charge. Come on, you are——

Mr. ScrRUSHY. It does not mean—it does not mean I am a—no,
I did not—I did not—no. This—you are not right.

Mr. WALLACE. McVay told the judge you tried to justify it by say-
ing “all companies play games with accounting.”

Mr. SCRUSHY. I never said that to him, and he knows that.

Mr. WALLACE. Why would these chief financial officers, what you
are saying is they committed the fraud? For what reason?

Mr. ScrusHY. I did not—I certainly did not commit the fraud.
Pheople know me. They know I would not instruct somebody to do
that.

Mr. WALLACE. What would be the motive of your CFOs to com-
mit a fraud?

Mr. ScrusHY. I really do not want to get into it with you. But
every one of them has a motive.

Mr. WALLACE. But then he did tell us what he believes motivated
his CFOs to falsely inflate earnings.

Mr. ScruUsHY. Promotions, bonuses, stock, stock options, an op-
portunity to make a lot of money. There is incentives in it. Tremen-
dous incentives: Power, greed. There is a lot of reasons for what
they did. There is no motive for me to destroy a great company that
I built, a company that I loved, my fourth child. There is no reason
for me to do that.

Mr. JoNES. He benefited more than anybody from this fraud.
There is no question about it, 100 times fold.

Mr. WALLACE. Doug Jones, a former U.S. Attorney in Bir-
mingham has filed a class action suit against Scrushy on behalf of
stockholders who lost billions while Scrushy made hundreds of mil-
lions dollars from the fraud. How?

Mr. JONES. In his stock options, his salaries and his bonuses.
And he has for years cultivated an image that this is my company.
I am the one that brought this company up. I had my finger on the
pulse. I know everything that is going on in this company. I know
the numbers. I know all that, I know all that he told me, but I am
not an accountant. He does not have to be an accountant to direct
this fraud. Other people may be the ones sitting up there late at
night crunching the numbers and cooking the books. But that does
not mean when he says fix it, if that is true that he’s not as much
responsible for engineering that train wreck as anybody else.

Mr. WALLACE. When the public sees a report in The Wall Street
Journal and HealthSouth says hey, things look very, very good for
the next quarter or the next year or whatever, and then people
would be buying the stock and conceivably driving up the price of
the stock, right?

Mr. ScrUsHY. That is right.

Mr. WALLACE. It’s suggested that that was the motive for you to
inflate these figures because you were living high, you wanted to
that stock to be high and that is, apparently, what people are say-
ing is the motive for you to phony up the figures.

Mr. ScrusHY. Well, I didn’t phony—first of all, I did not phony
up the figures.
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Second of all, you got to look at my—my buying and selling,
okay?

Mr. WALLACE. Yes.

Mr. SCRUSHY. I did not sell the stock at a high.

Mr. WALLACE. The stock is now $3.

Mr. SCRUSHY. Yes.

Mr. WALLACE. You sold $99 million worth of that stock between
$10 and $14.

Mr. ScrusHY. When you build something from nothing, you
should have the right at some point to have some liquidity. That
is what every young MBA in America is working toward.

So what I did was, you know, the American dream.

Mr. WALLACE. But you get out?

Mr. ScrusHY. I did not—no, I didn’t—I just got some of it out.
I did not—I just——

Mr. WALLACE. You got a lot of it out, $99 million worth.

Mr. SCRUSHY. Yes. But I am saying

Mr. WALLACE. $99 million worth between $10 and $14, and all
of these other poor people, what are they doing?

Mr. SCRUSHY. Right. Right.

Mr. WALLACE. They are sitting there waiting because they do not
know what you know.

Mr. ScrusHY. Mike? Mike? Mike, I had stock options that were
going to go away, $99 million worth going away. It was going away.
It was done.

Mr. WALLACE. Right.

Mr. ScruUsHY. I was going to lose it. What would you have done?
What would anybody have done?

Mr. WALLACE. What he did was sell high, and to help keep it
high he regularly gave bullish profit predictions to Wall Street ana-
lysts and interviewers.

Here is what he said on CNBC last year when the stock was sell-
ing at $15.

Mr. ScrusHY. Well, I think the companies should be offering $20
a share right now. Certainly we should be higher than we are now,
but I would expect to see the company in the $20’s, and that is
where we are headed, we believed.

Mr. WALLACE. But just 12 days later Scrushy sold more than 5
million shares of his stock. Now HealthSouth board is barred him
from even entering any offices of the company he built and
HealthSouth now admits that none of his past profit numbers can
be trusted. The company is struggling to stay out of bankruptcy
and Scrushy is struggling to stay out of prison.

You would expect, I would imagine, the U.S. Attorney here in
Birmingham within what? Weeks to bring criminal charges against
you?

Mr. ScrusHY. I do not expect that at all. I think an objective re-
view of the evidence will show that Richard Scrushy was not in-
volved in any of these alleged crimes. And they will see that I was
not part of that scheme.

Mr. WALLACE. Scrushy still lives an over-the-top millionaire’s
life, though now that his fate will probably be decided by a jury in
Birmingham, he wants to downplay his wealth. He would not let
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us videotape his 4 mansions, nor his antique car collection, nor his
wine cellar.

I have seldom been in this position before, to talk to a man of
great accomplishments who maybe or maybe not went wrong and
who sits here and says the SEC is wrong, the prosecutors are
wrong, the chief financial officers are wrong, the world is against
me. They are all wrong and I am right. I am an honorable man and
they are just damn wrong.

Mr. ScrusHY. Why do we not take the testimony of people who
are not felons, who are admitted liars and see what they have to
say. Let us get their testimony. They will not say the same thing.

Mr. WALLACE. You are not going to jail?

Mr. ScrusHY. No. No, I am not going to jail. I am an innocent
man. I am not going to jail.

Mr. GREENWOOD. Mr. Scrushy, here is your opportunity to say
under oath what you said on “60 Minutes”. Here is your oppor-
tunity to answer questions and tell this Committee of Congress
what we need to know about HealthSouth under oath.

As you know, when we conduct an investigative hearing this
Committee has the practice of taking testimony under oath. Do you
have any objection to doing so?

You have to put your microphone on, Mr. Scrushy. There is a lit-
tle button there.

Mr. ScrUsHY. Is that one?

Mr. GREENWOOD. It is on.

Mr. ScrusHY. Mr. Chairman, I would like to state my position
if it is——

Mr. GREENWOOD. Well, first, then in that case do you object to
giving your testimony under oath? We take testimony under oath
here.

Mr. ScrusHY. Mr. Chairman, I am—I am going to state my—I
mean I am going to invoke the Fifth, but I would like to state my
position on that.

Mr. GREENWOOD. In that case, would you stand and raise your
right hand? You have to be sworn in before you say you state your
position. You can say anything you want for as long as you want
this morning, and we would love it if you would, but the first thing
you need to do is stand and raise your right hand so I can place
you under oath.

In case your lawyers are not making this clear for you, I will.

If you wish to take the Fifth, assert your Fifth Amendment
rights, you may do so. But the first thing you do, even before you
assert those rights——

Mr. ScRUSHY. Yes, sir.

Mr. GREENWOOD. [continuing] is you need to be sworn in.

Mr. ScrRUSHY. I understand.

Mr. GREENWOOD. Do you have any objections to——

Mr. ScrRUsHY. No, sir.

Mr. GREENWOOD. Okay. Then would you please stand and raise
your right hand?

[Witness sworn. ]

Mr. GREENWOOD. Okay. You are now under oath. And under the
rules of the House you are also advised that you have the right to
be advised by counsel as to your constitutional rights. Could you



16

please state for the record the names of the counsel who are here
today to advise you with respect to such matters?

Mr. ScrusHY. Donald Watkins and Jonathan Wills.

Mr. GREENWOOD. Okay. The Chair now recognizes you for the
purpose of making an opening statement, if you so desire. Do you
desire to make an opening statement, sir?

Mr. SCRUSHY. Yes, sir, I do.

Mr. GREENWOOD. You may proceed.

TESTIMONY OF RICHARD SCRUSHY, FORMER CHAIRMAN AND
CEO HEALTHSOUTH

Mr. ScrusHY. Thank you, Mr. Chairman.

Mr. Chairman and members of the subcommittee, thank you for
the opportunity to appear here today.

Since the committee first wrote me, I asked my counsel to try to
arrange for a fair hearing where I could tell the truth about the
charges which have been made concerning me and HealthSouth.
“60 Minutes” gave me such an opportunity in the media. I had
hoped that the committee today at this hearing would ask my ac-
cusers to make their charges against me under oath, then I could
answer them under oath. But the committee has not called any of
my accusers to testify today.

The committee wants me to answer charges without facing my
accusers. I do not believe this is fair. I am, therefore, by advice of
my counsel forced to take the Fifth Amendment today until I can
get a venue where I can face my accusers.

I hope the committee will let me come back someday under more
appropriate circumstances to testify fully about the HealthSouth
success story. By then, it will know more of the true facts. It will
also know that there is not, and has never been any financial col-
lapse of HealthSouth.

The only collapse has been the temporary one in the
HealthSouth stock price caused by the manner in which this mat-
ter was investigated last March and the excess media publicity
generated.

Thank you, Mr. Chairman.

Mr. GREENWOOD. Thank you, Mr. Scrushy.

The Chair would note, Mr. Scrushy, that during your “60 Min-
utes”, which I watched with my mother and father in their home
Sunday evening, your accusers were not there. You faced a series
of questions from a reporter and you openly—apparently openly
asked those questions. So the only difference that we can see be-
tween then and now is that you are now under oath.

So I am going to ask you one of the questions that Mr. Wallace
asked you about former HealthSouth CFO Mike Martin’s guilty
plea transcript in which Martin says that he discussed with you
the fact that the numbers contained in the HealthSouth filing were
false and that you told him to inflate the numbers, to fix the num-
bers so that they met Wall Street’s expectations. Your response
Sunday night was “I would never have done that. He is not telling
the truth.” Mr. Scrushy, why do you not tell us the truth?

Mr. ScrusHY. Under the advice of counsel, Mr. Chairman, I in-
voke the Fifth Amendment.
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Mr. GREENWOOD. Did you discuss with Mr. Martin the fact that
the numbers contained in HealthSouth’s filings were false and did
you direct Martin to inflate the numbers or fix them to meet Wall
Street’s expectations?

Mr. ScrUSHY. I invoke the Fifth, Mr. Chairman.

Mr. GREENWOOD. Well I am a little confused, Mr. Scrushy. If
what you told the American public Sunday night was in fact the
truth, why don’t you simply repeat those denials here today under
oath?

Mr. SCRUSHY. Mr. Chairman, I have stated my position and my
reason for invoking the Fifth.

Mr. GREENWOOD. Let us try another one. Mike Wallace asked
you about former CFO McVay’s plea transcript in which he said
that you were aware that the financial statement contained num-
bers that were incorrect. Your response on Sunday night was “It
is not true.” That sounds definitive, emphatic. So let me ask you
the same question here today under oath, Mr. Scrushy. Were you
aware that the financial statement contained numbers that were
incorrect?

Mr. SCRUSHY. As previously stated, Mr. Chairman, I invoke the
Fifth.

Mr. GREENWOOD. Mr. McVay told the judge you tried to justify
it by saying “all companies play games with accounting.” When
Mike Wallace asked you about this on Sunday night you said “I
never said that to him, and he knows that.”

Mr. Scrushy, did you tell Mr. McVay that “all companies play
games with accounting”?

Mr. ScrRUSHY. Again, Mr. Chairman, I invoke the Fifth Amend-
ment.

Mr. GREENWOOD. Well, since you do not seem to want to answer
Mike Wallace’s questions here today under oath, let me ask a few
of my own.

You told “60 Minutes” that your CFOs who have plead guilty had
plenty of incentive to falsify the numbers because of bonuses and
stock options, yet is it not true, Mr. Scrushy, that you were one of
the only employees at HealthSouth, if not the only employee, to
have an employment agreement with large financial bonuses di-
rectly tied to monthly and annual revenue targets? And if you
would like to, you could turn to Tab 22 in the binder in front of
you if you would like to refer to that agreement.

Mr. ScrUSHY. On advice of counsel, Mr. Chairman, I invoke my
Fifth Amendment rights.

Mr. GREENWOOD. All right. Well, let us try one last question.
Mike Wallace asked you about your sale of $99 million worth of
HealthSouth stock just before the bad news hit and the bottom
dropped out. Comparing your position to those of average investors
who got taken to the cleaners, he said to you “But you got out.”
Your response was “I did not get—no, I did not get—I just got some
of it out.” Mr. Wallace replied “You got a lot of it out.” To which
you replied “No.”

Mr. Scrushy, the committee found a copy of an analysis by
HealthSouth’s own attorneys showing that you sold off 75 percent
of your HealthSouth stock at that time. Was it not just a bit dis-
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ingenuous when you told Mike Wallace that you just got some of
it out?

Mr. ScrUSHY. On advice of counsel, Mr. Chairman, I invoke the
Fifth Amendment rights.

Mr. GREENWOOD. The Chair yields to Mr. Stearns for the purpose
of questioning.

Mr. STEARNS. Thank you, Mr. Chairman.

You have gone, based upon Mike Wallace’s interview, you went
and indicated to Mr. Scrushy you want an answer to two or three
of those questions that Mike Wallace posed.

I have a question for you, Mr. Scrushy. Did everything that you
said in that “60 Minute” interview with Mike Wallace represent the
whole truth and nothing but the truth?

Mr. ScrRUsHY. Sir, as I said earlier, on advice of counsel I am
going to have to take the Fifth Amendment.

Mr. STEARNS. Okay. The last thing you said in that interview,
you said I am an innocent man. I am asking you today are you an
innocent man? Can you say yes without taking the Fifth?

The question is very simple. Are you an innocent man, yes or no?

Mr. ScrusHY. Mr. Chair—I mean, sir, based on as I said earlier
in my statement and advice of counsel, I stand on my statement.

Mr. STEARNS. I respect that. But I am just saying that you made
a statement you’re an innocent man. You have an opportunity just
to answer that question. You do not need to take the Fifth just to
say by gosh I am an innocent man. You are saying it to yourself,
your family and everybody. You are standing by what you said in
your opening statement. So it seems like you could say yes, I am
an innocent man.

Mr. ScrRUSHY. As you know, sir, I—I would love to answer all of
these questions

Mr. STEARNS. It is just——

Mr. ScrusHY. And I look forward to the day that I get that
chance. But on advice of counsel during this session I will take the
Fifth Amendment on every question. I will stand on my statement.

Mr. STEARNS. Mr. Chairman, thank you.

Mr. GREENWOOD. The Chair yields to the gentlelady from Colo-
rado, Ms. DeGette.

Ms. DEGETTE. Thank you, Mr. Chairman.

Mr. Scrushy, with all due respect, it seems to me that you want
it both ways. You want to be able to go in front of a national TV
audience and give your story without having to answer questions
under oath. Then you want to come into today and make a state-
ment, a self-serving statement in my view, and then when we ask
you questions you want to take the Fifth Amendment when we ask
you questions under oath.

And, Mr. Chairman, it seems to me that Mr. Scrushy may well
have waived his right to take the Fifth in front of this Committee
by coming in under oath and making an opening statement that
deals with the substance of the investigation before answering
questions. And so I would respectfully request the committee to
refer this issue to the House General Counsel for a legal opinion
as to whether he has indeed waived his Fifth Amendment right.
And if he has, Mr. Chairman, I would ask that the committee re-




19

serve the right to recall Mr. Scrushy to answer this committee’s
questions under oath.

Mr. GREENWOOD. The Chair will take the gentlelady’s request
under consideration.

Mr. Scrushy, let me be clear, are you refusing, as it seems that
you are, to answer all of the questions on the right against self-in-
crimination to you under the Fifth Amendment of the U.S. Con-
stitution?

Mr. ScrRUsHY. Yes, I am.

Mr. GREENWOOD. Okay. Given that there are no further—and is
it your intention to assert such right in response to all further
questions from the subcommittee today?

Mr. SCRUSHY. Yes, sir.

Mr. GREENWOOD. Okay. Given that, if there are no further ques-
tions from the members, I will dismiss you at this time subject to
the right of the subcommittee to recall if necessary.

Mr. Scrushy, when the day comes that you're prepared to come
to this Committee and testify under oath, have your lawyers call
our lawyers. We would love nothing more than to give you that op-
portunity. But, for the moment, sir, you are excused.

Mr. SCRUSHY. Yes, sir. We will be happy to do that. Thank you.

Mr. GREENWOOD. At this time the Chair will call forward our sec-
ond witness, Ms. Susan Jones-Smith, former Senior Vice President
of Finance and Reimbursement of HealthSouth.

Ms. Jones-Smith, please come forward and be seated at the table.
Good morning.

TESTIMONY OF SUSAN JONES-SMITH, FORMER VICE PRESI-
DENT OF FINANCE AND REIMBURSEMENT OF
HEALTHSOUTH

Ms. JONES-SMITH. Hello.

Mr. GREENWOOD. As you know, when conducting an investigative
hearing, this Committee has the practice of taking testimony under
oath. Do you have any objection to doing so?

Ms. JONES-SMITH. No.

Mr. GREENWOOD. Okay. In that case, would you stand and raise
your right hand.

[Witness sworn.]

Mr. GREENWOOD. You can be seated.

Under the rules of the House and this Committee you have the
right to be advised by counsel as to your constitutional rights. Can
you please state for the record the name of the counsel is here
today to advise you with respect to such matters?

Ms. JONES-SMITH. David McKnight.

Mr. GREENWOOD. That is the gentleman to your right?

Ms. JONES-SMITH. Yes.

Mr. GREENWOOD. Thank you.

The Chair recognizes the witness for purposes of making an
opening statement, if you so desire. Do you desire to make an open-
ing statement this morning?

Ms. JONES-SMITH. I have no opening statement.

Mr. GREENWOOD. Okay. In that case, the Chair now recognizes
himself for 10 minutes for purposes of questioning the witness, and
I yield 5 minutes to Mr. Walden from Oregon.
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Mr. WALDEN. Thank you, Mr. Chairman.

Ms. Jones-Smith, the SEC has alleged that every quarter for a
period of at least 5 years senior officers at HealthSouth would meet
to discuss how to “fill the gap” between HealthSouth’s actual reve-
nues and Wall Street’s expected earnings of the company. My ques-
tion is did you participate in or have knowledge about these meet-
ings in which HealthSouth officers determined how they were going
to falsify HealthSouth’s earnings?

Ms. JONES-SMITH. Upon advice of counsel, I respectfully decline
to answer based on my Fifth Amendment privilege.

Mr. WALDEN. Ms. Jones-Smith, let me be clear. Are you refusing
to answer the question on the right against self-incrimination af-
forded to you under the Fifth Amendment of the U.S. Constitution?

Ms. JoNES-SMITH. Upon advice of counsel, I respectfully decline
to answer based upon my Fifth Amendment rights.

Mr. WALDEN. And is it your intention to assert such right in re-
sponse to all further questions from the subcommittee today?

Ms. JONES-SMITH. Yes, sir.

Mr. WALDEN. Given that, Mr. Chairman, I would recommend
that this subcommittee dismiss this witness at this time.

Mr. GREENWOOD. If there are no further questions from the
members, I will dismiss you at this time subject to the right of the
subcommittee to recall you if necessary. And we thank you for
being with us this morning.

You are excused.

The Chair calls forward our next panel of witnesses. And they
are, Ms. Diana Henze, Assistant Controller, HealthSouth Corpora-
tion; Ms. Teresa Sanders, former Group Vice President and Chief
Auditing Officer of HealthSouth Corporation; Mr. Steve Schlatter,
former HealthSouth Physical Therapist; Mr. Michael Vines, former
HealthSouth employee in Corporate Fixed Assets Department; Mr.
Martin Cohen, Senior Managing Director, FTI Consulting; Ms.
Kelly Cullison, former Vice President of Compliance HealthSouth
Corporation; Mr. Greg Smith, Chief Auditing Officer of
HealthSouth Corporation.

Good morning, ladies and gentlemen, and we thank you very
much for volunteering to come and testify at our hearing this
morning.

As you heard me say to the previous witnesses, it is the practice
of this subcommittee to take testimony under oath. And so I need
to ask you if any of you object to giving your testimony under oath?
Okay.

And I also should advise you that pursuant to the rules of the
House and this Committee you are entitled to be represented by
counsel. Do any of you wish to be represented by counsel this
morning?

Yes, sir, Mr. Cohen? You need to bring the microphone up to you
and make sure that it is on. Push the button. There you go.

Mr. COHEN. Represented by Phillip Evans.

Mr. GREENWOOD. Okay. And he’s the gentleman directly behind
you?

Mr. COHEN. Yes, sir.

Mr. GREENWOOD. Anyone else chose to be represented by coun-
sel? Ms. Cullison?
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Ms. CULLISON. Yes. John Robbins is seated behind me.

Mr. GREENWOOD. Yes. Thank you.

Mr. Smith?

Mr. SMITH. Mr. Michael Dyer.

Mr. GREENWOOD. Okay. Very well.

Ms. Henze? You have got to push the button.

Ms. HENZE. Mr. John Robbins sitting behind me.

Mr. GREENWOOD. Very well. Thank you.

Ms. Sanders?

Ms. SANDERS. Mr. John Robbins sitting behind me.

Mr. GREENWOOD. Okay. And where is Mr. John Robbins. Oh. You
have a busy day today.

All right. In that case, I am going to ask you if you would please
rise and raise your right hand.

[Witnesses sworn.]

Mr. GREENWOOD. Okay. So saying you are all under oath.

And the Chair would now recognize Ms. Henze first for your
opening statement. And so if you will pull the microphone over so
you can speak directly into it.

Mr. GREENWOOD. Good morning, ma’am.

Ms. HENZE. Good morning.

Mr. GREENWOOD. Thank you for being with us. And you are free
to make your statement.

TESTIMONY OF DIANA HENZE, ASSISTANT CONTROLLER,
HEALTHSOUTH CORPORATION; TERESA SANDERS, FORMER
GROUP VICE PRESIDENT AND CHIEF AUDITING OFFICER,
HEALTHSOUTH CORPORATION; STEVE SCHLATTER, FORMER
HEALTHSOUTH PHYSICAL THERAPIST; MICHAEL VINES,
FORMER HEALTHSOUTH EMPLOYEE IN CORPORATE FIXED
ASSETS DEPARTMENT; MARTIN COHEN, SENIOR MANAGING
DIRECTOR, FTI CONSULTING; KELLY CULLISON, FORMER
VICE PRESIDENT OF COMPLIANCE HEALTHSOUTH COR-
PORATION; AND GREG SMITH, CHIEF AUDITING OFFICER,
HEALTHSOUTH CORPORATION

Ms. HENZE. My name is Diana Henze, and I live in Birmingham,
Alabama.

I am 39 years old, married with two children. I graduated from
the University of Montevallo in 1985 with a B.S. degree in account-
ing.

After a few accounting positions, I began working for a Bir-
mingham-based healthcare company, ReLife, in 1994. In December
of that year, ReLife was acquired by HealthSouth, and I began
working in HealthSouth’s accounting department. In 1995 and
1996, I helped install a standardized accounting software package
for the accounting department. In 1997, I was promoted to Assist-
ant Vice President of Finance, and in 1998, I was promoted to Vice
President of Finance.

My responsibilities were somewhat ad hoc, but included running
the accounting computer system, preparing quarterly consolida-
tions and assisting in the SEC filings.

Sometime in 1998, after re-running several consolidation proc-
esses for one quarter end, I noticed that earnings and earnings per
share jumped up. The amount and timing of those changes seemed
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odd to me so I approached my supervisor, Ken Livesay, who was
the Assistant Controller. Ken told me that the increase in earnings
was the result of the reversal of some over-reserves and over-accru-
als. At the time, Ken’s explanation appeared to be reasonable and
I did not pursue the matter further. I did notice a jump in earnings
the next quarter, but I did not question Ken about it.

In January 1999, I went on maternity leave to have my second
son, Douglas, and did not work on the year-end consolidation or the
10-K preparation for 1998. Shortly after returning to work in
March, I assisted in preparing the first quarter consolidation and
10Q preparation for 1999. During that process, I noticed the num-
bers changing again, and I approached Ken Livesay a second time.
I told him, “You can’t tell me that we have enough reserves to re-
verse that would justify this type of swing in the numbers.” When
he told me that I was right, I informed him that I did not under-
ztand what was going on, but would have no part in any wrong-

oing.

Ken apparently went to Bill Owens, the Controller, with my sus-
picions because Bill called me in an attempt to justify what they
were doing. Bill said that HealthSouth had to make its numbers
or innocent people would lose their jobs and the company would
suffer. I told Bill that I believed that whatever was going on to be
fraudulent, and I would not participate in it and wanted no part
of it. T also asked him to stop whatever it was they were doing and
told him that I was going to keep an eye on it.

The numbers continued to change in the second and third quar-
ter of 1999. After the third quarter, I went to Ken and said
“enough is enough,” because the numbers still appeared to be mov-
ing with irregularities. I told him I was to going to report these
suspicions to our Compliance Department because I suspected that
fraud was being committed within the accounting department. Ken
said to do what I needed to do.

In October or November 1999, I went to our Corporate Compli-
ance Department and made an official complaint to Kelly Cullison,
who was Vice President of Corporate Compliance. I gave her infor-
mation on my suspicions and where I thought some of the “entries”
were being made. I also gave her information on how to write spe-
cific types of queries against the transactional tables within our
system, which helped her look at the fluctuations that were being
made and of which I was suspicious. I did not have access to the
supporting documentation of the suspect journal entries, and there-
fore, could not give her that information. As it turns out, Kelly did
not have access to the information necessary to investigate my
complaint of suspected fraud.

Ken Livesay called me to ask if I had gone to the Corporate Com-
pliance Department with my complaint because he had been called
to Mike Martin’s, who was the Chief Financial Officer office about
it. I confirmed that I had gone to the Compliance department and
filed a complaint. In a follow-up discussion with Kelly Cullison, I
told her that I stood by my complaint and would not withdraw it.
I do not mean to imply in any way that Kelly tried to get me to
withdraw my complaint because she did not do that.

Shortly after I filed the complaint, Ken Livesay was moved to the
position of Chief Information Officer, and two others were pro-
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moted to his previous position of Assistant Controller. I felt that I
had been overlooked for this position and I confronted Bill Owens
about this. I was told by Bill that he could not put me in that posi-
tion, because I would not do what “they wanted me to do.” Within
a few days, possibly weeks, I requested a transfer from the ac-
counting department and was transferred immediately to our Infor-
mation Technology Group. Soon after joining ITG, I began working
on an Internet project and ultimately moved to that department
under the supervision of Scott Stone in January 2001. Under
HealthSouth’s new leadership, in May 2003, I was promoted to As-
sistant Controller of the Corporate Division. I enjoy my work now,
and believe HealthSouth is a good company which can be a profit-
able business if run properly.
[The prepared statement of Diana Henze follows:]

PREPARED STATEMENT OF DIANA HENZE, ASSISTANT CONTROLLER, HEALTHSOUTH
CORPORATION

My name is Diana Henze, and I live in Birmingham, Alabama. I am 39 years old,
married with two children. I graduated from the University of Montevallo in 1985
with a B.S. degree in accounting. After a few accounting positions, I began working
for a Birmingham-based healthcare company, ReLife, in 1994. In December of that
year, ReLife was acquired by HealthSouth, and I began working in HealthSouth’s
accounting department. In 1995 and 1996, I helped install a standardized account-
ing software package for the accounting department. In 1997, I was promoted to As-
sistant Vice President of Finance, and in 1998, I was promoted to Vice President
of Finance. My responsibilities were somewhat ad hoc, but included running the ac-
counting computer system, preparing quarterly consolidations and assisting in the
SEC filings.

Sometime in 1998, after re-running several consolidation processes for one quarter
end, I noticed that earnings and earnings per share jumped up. The amount and
timing of those changes seemed odd to me so I approached my supervisor, Ken
Livesay, who was the Assistant Controller. Ken told me that the increase in earn-
ings was the result of the reversal of some over-reserves and over-accruals. At the
time, Ken’s explanation appeared to be reasonable and I did not pursue the matter
fl]lorther. I did notice a jump in earnings the next quarter, but I did not question Ken
about it.

In January of 1999, I went on maternity leave to have my second son, Douglas,
and did not work on the year-end consolidation or the 10-K preparation for 1998.
Shortly after returning to work in March, I assisted in preparing the first quarter
consolidation and 10Q preparation for 1999. During that process, I noticed the num-
bers changing again, and I approached Ken Livesay a second time. I told him, “You
can’t tell me that we have enough reserves to reverse that would justify this type
of swing in the numbers.” When he told me that I was right, I informed him that
fldid not understand what was going on, but would have no part in any wrong-

oing.

Ken apparently went to Bill Owens, the Controller, with my suspicions because
Bill called me in an attempt to justify what they were doing. Bill said that
HealthSouth had to make its numbers or innocent people would lose their jobs and
the company would suffer. I told Bill that I believed that whatever was going on
to be fraudulent, and I would not participate in it and wanted no part of it. I also
asked him to stop whatever it was they were doing and told him that I was going
to keep an eye on it.

The numbers continued to change in the second and third quarter of 1999. After
the third quarter, I went to Ken and said “enough is enough,” because the numbers
still appeared to be moving with irregularities. I told him I was to going to report
these suspicions to our Compliance Department because I suspected that fraud was
bei(rilg committed within the accounting department. Ken said to do what I needed
to do.

In October or November of 1999, I went to our Corporate Compliance Department
and made an official complaint to Kelly Cullison, who was Vice President of Cor-
porate Compliance. I gave her information on my suspicions and where I thought
some of the “entries” were being made. I also gave her information on how to write
specific types of queries against the transactional tables within our system, which
helped her look at the fluctuations that were being made and of which I was sus-
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picious. I did not have access to the supporting documentation of the suspect journal
entries, and therefore, could not give her that information. As it turns out, Kelly
did not have access to the information necessary to investigate my complaint of sus-
pected fraud.

Ken Livesay called me to ask if I had gone to the Compliance Department with
my complaint because he had been called to Mike Martin’s (Chief Financial Officer)
office about it. I confirmed that I had gone to the Compliance department and filed
a complaint. In a follow-up discussion with Kelly Cullison, I told her that I stood
by my complaint and would not withdraw it. I do not mean to imply in any way
that Kelly tried to get me to withdraw my complaint because she did not do that.

Shortly after I filed the complaint, Ken Livesay was moved to the position of Chief
Information Officer (CIO), and two others were promoted to his previous position
of Assistant controller. I felt that I had been overlooked for this position and I con-
fronted Bill Owens about this. I was told by Bill that he could not put me in that
position, because I would not do what “they wanted me to do.”

Within a few days or weeks I requested a transfer from the accounting depart-
ment and was transferred immediately to our ITG (Information Technology Group)
Department. Soon after joining ITG, I began working on an internet project and ul-
timately moved to that department under the supervision of Scott Stone in January
2001. Under HealthSouth’s new leadership, in May of 2003, I was promoted to As-
sistant Controller of the Corporate Division. I enjoy my work now, and believe
HealthSouth is a good company which can be a profitable business if run properly.

Mr. GREENWOOD. Thank you, Ms. Henze, and that is a point that
is important for us to understand, that there is new management
at the company and, frankly, wish the new management well in re-
establishing the company.

Ms. Sanders, you are recognized for your opening statement.
Good morning.

Ms. SANDERS. Good morning.

TESTIMONY OF TERESA SANDERS

Ms. SANDERS. My name is Teresa Sanders, and I currently live
in Birmingham, Alabama. I am 39 years old and I am married.

In 1986, I graduated from the University of Alabama with a de-
gree in accounting and also received my master’s degree in ac-
counting in 1988.

I began working with Ernst & Young in August 1988 as a staff
auditor, and I was laid off in February 1990. In March 1990, I was
hired by HealthSouth as the Internal Auditor. During my employ-
ment I received three promotions, and when I left my title was
Group Vice President and Chief Auditing Officer. My immediate
supervisor was Richard Scrushy, and I reported directly to him for
over 9 years. I left HealthSouth in November 1999.

I was hired by HealthSouth to audit our field operations. When
I started at HealthSouth, the company had 35 facilities, and by the
time I left that number had grown to approximately 2000. I had
complete access to the financial books of the field operations in
order to do my audits. However, I did not have access to the cor-
porate financial books. I did not need access to the corporate books
to perform field audits. Ernst & Young performed the audit on the
corporate books and any reports to the SEC.

As part of my duties as the Chief Auditing Officer, I had to make
reports to the audit committee of the Board of Directors. All meet-
ings that I had with the audit committee were before the full Board
except for one time in the years between 1997 and 1998, when I
met separately with that audit committee. However, that meeting
was attended by Tony Tanner, who is an Executive Vice President
and Corporate Compliance Officer.
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In 1996, Richard Scrushy approached me about establishing a 50
point checklist which became known as the “Pristine Audit.” After
Mr. Scrushy asked me to develop the checklist, I sent him a memo
expressing my opinion about the checklist. I have attached a copy
of that memo. Mr. Scrushy did not appreciate my opinion on the
matter and again instructed me to develop the checklist for his ap-
proval. Mr Scrushy informed me the Pristine Audit was to be han-
dled by Ernst & Young.

I developed the 50 point checklist which Mr. Scrushy approved.
I am attaching a copy of that checklist as well. As you can see, the
Pristine Checklist has nothing to do with the auditing of the finan-
cial books of a field facility. The Pristine Audit was nothing more
than a cosmetic, white glove, walk through of a facility. It was in
the nature of quality control and had nothing to do with the finan-
cial viability of a particular facility.

By the time I left HealthSouth, I was having problems with Mike
Martin, who was then CEFO. He turned off my computer access to
the general ledgers of the field operations. I needed access to those
ledgers to do my audits. I had to manually retrieve hard copies of
those ledgers, if needed, which was very time consuming.

I also did not like the way that HealthSouth handled an internal
sexual harassment investigation. It was my opinion that the of-
fending employee should have been terminated.

Although I heard rumors that “they were playing with the
books,” T had no knowledge that anyone at HealthSouth was com-
mitting fraud.

I ultimately left HealthSouth because I received a better job offer
with Eastern Health Systems in the compliance department as the
Compliance Officer. I was tired of traveling and my new job did not
require any travel.

[The prepared statement of Teresa Sanders follows:]

PREPARED STATEMENT OF TERESA SANDERS, FORMER GROUP VICE PRESIDENT AND
CHIEF AUDITING OFFICER, HEALTHSOUTH CORPORATION

My name is Teresa Sanders, and I currently live in Birmingham, Alabama. I am
39 years old. In 1986, I graduated from the University of Alabama with a degree
in accounting. I received my masters degree in accounting in 1988.

I began working with Ernst & Young in August of 1988 as a staff auditor, and
I was laid off in February of 1990. In March of that year (1990), I was hired by
HealthSouth as the Internal Auditor. During my employment I received three pro-
motions, and when I left my title became Group Vice President and Chief Auditing
Officer. My immediate supervisor was Richard Scrushy, and I reported directly to
him for over nine years. I left HealthSouth in November of 1999.

I was hired by HealthSouth to audit our field operations. When I started at
HealthSouth, the company had thirty-five (35) field facilities, and by the time I left
the number had grown to approximately two thousand (2000). I had complete access
to the financial books of the field operations in order to do my audits. However, I
did not have access to the corporate financial books. I did not need access to the
corporate books to perform field audits. Ernst & Young performed the audit on the
corporate books and any reports to the SEC.

As part of my duties as the Chief Auditing Officer, I had to make reports to the
audit committee of the Board of Directors. All the meetings that I had with the
audit committee were before the full Board except one time in either 1997 or 1998,
when I met separately with the audit committee. However, that meeting was at-
tended by Tony Tanner.

In 1996, Richard Scrushy approached me about establishing a fifty (50) point
checklist which became known as the “Pristine Audit.” After Mr. Scrushy asked me
to develop the checklist, I sent him a memo expressing my opinion about the check-
list. I have attached a copy of my memo. Mr. Scrushy did not appreciate my opinion
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on the matter and again instructed me to develop the checklist for his approval. Mr
Scrushy informed me the Pristine Audit was to be handled by Ernst & Young.

I developed the fifty (50) point checklist which Mr. Scrushy approved. I am attach-
ing a copy of the checklist. As you can see, the Pristine Checklist has nothing to
do with auditing the financial books of a field facility. The Pristine Audit was noth-
ing more than a cosmetic, white glove, walk through of a facility. It was in the na-
ture of quality control and had nothing to do with the financial viability of a par-
ticular facility.

By the time I left HealthSouth, I was having problems with Mike Martin. He
turned off my computer access to the general ledgers of the field operations. I need-
ed access to those ledgers to do my audits. I had to manually retrieve hard copies
of those ledgers, if needed, which was very time consuming. I also did not like the
way that HealthSouth handled an internal sexual harassment investigation. It was
my opinion that the offending employee should have been terminated. Although I
heard rumors that “they were playing with the books,” I had no knowledge that any-
one at HealthSouth was committing fraud. I ultimately left HealthSouth because I
received a better job offer with Eastern Health Services Systems in the compliance
department as the Compliance Officer. I was tired of traveling and my new job did
not require any travel.

Mr. GREENWOOD. Thank you, Ms. Sanders. Thank you for being
here.
Mr. Schlatter, your opening statement, please?

TESTIMONY OF STEVE SCHLATTER

Mr. SCHLATTER. My name is Steve Schlatter. I am a physical
therapist from Muncie, Indiana. I come before this Committee to
present concerns that arose during my employment as an Adminis-
{:)rator of a HealthSouth outpatient clinic from July 1995 to Decem-

er 2001.

In April 2001, I became aware of an HCFA Transmittal 1828
which discussed the use of the CPT code 97150 group therapy. The
Transmittal states that this code must be used when a therapist
performs “procedures with two or more individuals concurrently or
during the same time period.” My concerns about this were twofold
as this was a common practice within the HealthSouth system and
the fact that HealthSouth’s HCAP system (an automated docu-
mentation system) did not make this billing code available for the
clinicians to use. Out of concerns for my professional staff and my-
self, I felt a corporate explanation regarding this issue would as-
sure us that we were in compliance with all regulations and we
were in fact treating ethically and within the accepted standards
of our profession.

My initial effort was a simple request from HealthSouth for a
written policy. My quest for this information proved to be long,
frustrating, and unsuccessful. I did discuss this issue with the
American Physical Therapy Association Department of Government
Affairs and received the same interpretation of the Transmittal. I
also discussed this issue with a colleague who had hired an inde-
pendent firm to perform a Medicare compliance audit on his pri-
vate physical therapy practice. He claimed his auditors were ada-
mant that group therapy charges must be used when treating more
than one patient at a time. I communicated this information to
HealthSouth management and saved all communication to use as
proof that I was attempting to comply with regulations in the event
of an unexpected Medicare audit.

After nearly 2 months, I was told by several colleagues that
HealthSouth personnel in the Columbus, Ohio business office were
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irritated with my persistence in this matter. At that time I simply
made appropriate internal adjustments within my own clinic to
make sure that we were not treating patients concurrently, which
I felt to be the most ethical and professionally accepted standard
of practice.

In August 2002, I read that HealthSouth was claiming to miss
earnings expectations by $175 million due to unexpected changes
in Medicare reimbursements from group therapy. At that time I
felt compelled to share my information with the appropriate au-
thorities, thus bringing me before your Committee today.

I would like to thank you for the opportunity to appear before
this subcommittee, and I am willing to answer any questions.

[The prepared statement of Steve Schlatter follows:]

PREPARED STATEMENT OF STEVE SCHLATTER

Mr. Chairman and Members of the Subcommittee: My name is Steve Schlatter.
I am a physical therapist from Muncie, Indiana. I come before this Committee to
present concerns that arose during my employment as an Administrator of a
Healthsouth outpatient clinic from July 1995 to December 2001. In April of 2001,
I became aware of an HCFA transmittal 1828 which discussed the use of CPT code
97150 group therapy. The transmittal states that this code must be used when a
therapist performs “procedures with two or more individuals concurrently or during
the same time period.” My concerns about this were twofold as this was a common
practice within the Healthsouth system and the fact that Healthsouth’s HCAP sys-
tem (an automated documentation system) did not make this billing code available
for clinicians to use. Out of concerns for my professional staff and myself, I felt a
corporate explanation regarding this issue would assure us that we were in compli-
ance with all regulations and we were in fact treating ethically and within the ac-
cepted standards of our profession.

My initial effort was a simple request from Healthsouth for a written policy. My
quest for this information proved to be long, frustrating, and unsuccessful. I did dis-
cuss this issue with the American Physical Therapy Association Department of Gov-
ernment Affairs and received the same interpretation of the transmittal. I also dis-
cussed this issue with a colleague who had hired an independent firm to perform
a Medicare compliance audit on his private physical therapy practice. He claimed
his auditors were adamant that group therapy charges must be used when treating
more than one patient at a time. I communicated this information to Healthsouth
management and saved all communication to use as proof that I was attempting to
comply with regulations in the event of an unexpected Medicare audit.

After nearly two months, I was told by several colleagues that Healthsouth per-
sonnel in the Columbus, Ohio business office were irritated with my persistence in
this matter. At that time I simply made appropriate internal adjustments within
my own clinic to make sure that we were not treating patients concurrently, which
I felt to be the most ethical and professionally accepted standard of practice.

In August of 2002, I read that Healthsouth was claiming to miss earnings expec-
tations by 175 million dollars due to unexpected changes in Medicare reimburse-
ments from group therapy. At that time I felt compelled to share my information
with the appropriate authorities, thus bringing me before your Committee today.

I would like to thank you for the opportunity to appear before this Subcommittee.
I am willing to answer any questions regarding my statement and testimony.

Mr. GREENWOOD. We thank you, Mr. Schlatter. Thank you so
much.

Mr. Vines, an opening statement, please?

Mr. VINES. Good morning.

Mr. GREENWOOD. Good morning, sir.

TESTIMONY OF MICHAEL VINES

Mr. VINES. My name is Michael Vines. I live in Birmingham,
Alabama. I was employed at HealthSouth from April 1997 to May
2002 working in the Fixed Asset Management Department, and
would answer any questions about that time.
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Thank you.

Mr. GREENWOOD. Okay. And we will have plenty of them. Thank
you for being with us.

Mr. Cohen, do you have an opening statement?

TESTIMONY OF MARTIN COHEN

Mr. CoHEN. Yes. Mr. Chairman and members of the sub-
committee, good morning. My name is Martin Cohen. I am cur-
rently a Senior Managing Director with FTI Consulting focusing on
financial restructuring of troubled companies.

I have been invited to testify this morning about an analysis that
FTI conducted in the fall of 2002 for HealthSouth.

In mid-September 2002, FTI was hired by the law firm of Ful-
bright & Jaworski to conduct an analysis of the impact of Medicare
Transmittal 1753 on the revenues of HealthSouth. It is my under-
standing that Fulbright had been engaged by the Board of Direc-
tors of HealthSouth to examine a number of issues, and Fulbright
hired FTI to examine the impact of Transmittal 1753 on
HealthSouth’s outpatient rehabilitation revenues and assess the
reasonableness of the HealthSouth’s assertion that the reduction in
revenue could, on an annual basis, approximate $175 million.

While typically FTI considers itself bound by attorney/client
privilege and attorney work product doctrine when it undertakes
investigations at the direction of counsel, it is my understanding
that current counsel for HealthSouth has waived any such claim of
privilege as to the investigation conducted by FTI, thus allowing
me to testify before you today.

After being retained by Fulbright, I led a team of FTI employees
in analyzing the potential impact of Transmittal 1753 on
HealthSouth’s outpatient rehabilitation revenues. FTI collected de-
tailed coding and billing information from HealthSouth’s billing
files for a limited number of health care facilities for a 2-week pe-
riod during the months of May and June, 2002.

FTI then created a billing model based upon various assumptions
as to how Medicare outpatient rehabilitation coding guidelines
should be applied in the field. FTI further assessed the potential
impact of Transmittal 1753 on commercial and worker’s compensa-
tion insurance revenues.

Applying the data provided by HealthSouth to the billing model
developed by FTI, we next applied those conclusions to
HealthSouth’s outpatient rehabilitation patient population for the
first 6 months of 2002. Using this methodology, we came up with
a series of estimates of the potential impact of Transmittal 1753 on
HealthSouth’s revenues.

FTI presented a draft report to Fulbright on November 5, 2002,
which preliminarily indicated that the potential annualized impact
of Transmittal 1753 on HealthSouth’s outpatient rehabilitation rev-
enues from Medicare, commercial and worker’s compensation could
range from a low of $101 million to a high of $227 million. The
range of impact was largely dependent on the fact that it was un-
clear how the commercial and workers compensation insurers
would respond to the Medicare changes, either through a change
in billing practice or subsequent reduction in rates. However, dur-
ing the course of drafting the report FTI staff listened to the
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HealthSouth third quarter investor call held on November 5, 2002,
and noted significant discrepancies between management’s rep-
resentations as to the impact of Transmittal 1753 on third quarter
financial results and FTT’s preliminary findings.

Concerned that the HealthSouth management’s representations
during the third quarter investor call, if correct, could indicate a
problem with FTI’s draft analysis, FTI immediately notified Ful-
bright & Jaworski of the discrepancies.

Further, on November 6, 2002, I wrote to Bill Owens,
HealthSouth’s President and Chief Executive Officer, and re-
quested that HealthSouth provide FTI with certain specific finan-
cial information, which could be used to check the discrepancies be-
tween FTI’s draft findings and the statements made during the
earnings announcement. Neither Mr. Owens, nor anyone else from
HealthSouth, ever responded to my November 6, 2002 request for
further information, and FTI never finalized its report.

I will be happy to answer any questions the members of the sub-
committee may have regarding the draft report.

[The prepared statement of Martin Cohen follows:]

PREPARED STATEMENT OF MARTIN L. COHEN, FTI CONSULTING, INC.

Mr. Chairman and members of the Subcommittee, good morning. My name is
Martin Cohen. I am currently a Senior Managing Director with FTI Consulting, Inc.
(“FTI”), focusing on financial restructuring of troubled companies. I have been in-
vited to testify this morning about an analysis that FTI conducted in the Fall of
2002 for HealthSouth Corporation (“HealthSouth”).

In mid-September, 2002, FTI was hired by the law firm of Fulbright & Jaworski
(“Fulbright”) to conduct an analysis of the impact of Medicare Transmittal 1753
(“Transmittal 1753”) on the revenues of HealthSouth. It is my understanding that
Fulbright had been engaged by the Board of Directors of HealthSouth to examine
a number of issues, and Fulbright hired FTI to examine the impact of Transmittal
1753 on the HealthSouth’s outpatient rehabilitation revenues and assess the reason-
ableness of the HealthSouth’s assertion that the reduction in revenue could, on an
annual basis, approximate $175 million. While typically FTI considers itself bound
by the attorney-client privilege and attorney work product doctrine when it under-
takes investigations at the direction of counsel, it is my understanding that current
counsel for HealthSouth has waived any such claim of privilege as to the investiga-
tion conducted by FTI, thus allowing me to testify before you today.

After being retained by Fulbright, I led a team of FTI employees in analyzing the
potential impact of Transmittal 1753 on HealthSouth’s outpatient rehabilitation rev-
enues. FTI collected detailed coding and billing information from HealthSouth’s bill-
ing files for a limited number of health care facilities for a two-week period during
the months of May and June, 2002. FTI then created a billing model based upon
various assumptions as to how Medicare outpatient rehabilitation coding guidelines
should be applied in the field. FTI further assessed the potential impact of Trans-
mittal 1753 on commercial and worker’s compensation insurance revenues. Applying
the data provided by HealthSouth to the billing model developed by FTI, we next
applied those conclusions to HealthSouth’s outpatient rehabilitation patient popu-
lation for the first six months of 2002. Using this methodology, we came up with
a series of estimates of the potential impact of Transmittal 1753 on HealthSouth’s
revenues.

FTI presented a draft report to Fulbright on November 5, 2002, which prelimi-
narily indicated that the potential annualized impact of Transmittal 1753 on
HealthSouth’s outpatient rehabilitation revenues from Medicare, commercial and
workers compensation could range from a low of $101 million to a high of $227 mil-
lion. The range of impact was largely dependent on the fact that it was unclear how
the commercial and workers compensation insurers would respond to the Medicare
changes, either through a change in billing practices or subsequent reduction in
rates. However, during the course of drafting the report FTI staff listened to the
HealthSouth third quarter investor call held on November 5, 2002, and noted sig-
nificant discrepancies between management’s representations as to the impact of
Transmittal 1753 on third quarter financial results and FTI’s preliminary findings.
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Concerned that the HealthSouth management’s representations during the third
quarter investor call, if correct, could indicate a problem with FTTs draft analysis,
FTI immediately notified Fulbright & Jaworski of the discrepancies. Further, on No-
vember 6, 2002, I wrote to Bill Owens, HealthSouth’s President and Chief Executive
Officer, and requested that HealthSouth provide FTI with certain specific financial
information, which could be used to check the discrepancies between FTI’s draft
findings and the statements made during the earnings announcement. Neither Mr.
Owens, nor anyone else from HealthSouth, ever responded to my November 6, 2002
request for further information, and FTI never finalized its report.

I will be happy to answer any questions the members of the Subcommittee may
have as to the draft analysis performed by FTI.

Mr. GREENWOOD. Thank you very much, Mr. Cohen.
Ms. Cullison, do you have an opening statement.
Ms. CULLISON. Yes.

Mr. GREENWOOD. Good morning.

TESTIMONY OF KELLY CULLISON

Ms. CULLISON. Good morning.

My name is Kelly Cullison, and I live in Birmingham, Alabama.
I am 32 years old. I graduated from the University of Alabama at
Birmingham with a degree in accounting in December 1992.

In August 1994, I was hired by HealthSouth to work in the In-
ternal Audit Department. I held the title of Staff Auditor, Senior
Auditor and Assistant Vice President of Internal Audit. In June
1997, 1 was transferred to the compliance department and was
given the title of Compliance Director.

The Compliance Department provided an internal mechanism for
the employees to report problems. We ran a day-to-day hotline and
most of the complaints that we received involved personnel prob-
lems. Those complaints were routed to the Human Resource De-
partment.

My immediate supervisor was Tony Tanner who was Executive
Vice President of Administration. Mr. Tanner retired in December
1999, and he was replaced by Brad Hale who was my immediate
supervisor until I resigned in January 2001.

Around November 1999, Diana Henze came to me with a com-
plaint about some accounting transactions. This was a face-to-face
meeting with Diana, and she gave specific information about jour-
nal entries being posted on a quarterly basis. She gave me specific
queries to run on the computer system to find the journal entries.
In short, Diana’s complaint had to do with possible fraud being
committed. I ran the queries and found large dollar amounts being
entered. However, I did not have access to the supporting docu-
ments to determine whether or not the journal entries were legiti-
mate. Therefore, I did not have the means or authority to properly
investigate Diana’s complaint.

I took Diana’s complaint to my supervisor Tony Tanner. He ex-
pressed concern and said that he would look into the matter. I be-
lieve that I had a follow-up conversation with Diana about her
complaint, but I do not recall the specifics of what was said. How-
ever, Diana was clear that she stood by her complaint and would
not withdraw it. Mr. Tanner told me that Diana’s complaint had
been resolved and that the case was closed. I had no reason to
doubt him because I could not investigate her complaint on my
own. Because of the way HealthSouth was structured a complaint
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such as Diana’s had to go up the chain of command to be properly
investigated.

I left HealthSouth in January 2001 to begin working for myself.
I started my own business doing internal audits for healthcare
companies on an independent contract basis.

At HealthSouth, the Compliance Department was defined too
broadly. It dealt not only with State and Federal laws and regula-
tions but also with internal policy as well. The department was
bogged down with complaints concerning internal policy and per-
sonnel decisions, and it simply became a clearinghouse of com-
plaints. As I stated earlier, most complaints were sent to Human
Resources. We did not have the authority or resources to inves-
tigate complaints such as the one brought by Diana. What we
should learn from this is that the compliance departments should
have the appropriate resources and authority, such as complete ac-
cess to corporate books to investigate complaints involving fraud in
financial accounting.

Moreover, compliance departments should consider the merits of
focusing solely on State and Federal laws and regulations rather
than broadly addressing regulatory and personnel issues.

Thank you.

[The prepared statement of Kelly Cullison follows:]

PREPARED STATEMENT OF KELLY CULLISON, COMPLIANCE DIRECTOR, HEALTHSOUTH
CORPORATION

My name is Kelly Cullison, and I live in Birmingham, Alabama. I am thirty-two
years old. I graduated from the University of Alabama at Birmingham with a degree
in accounting in December of 1992.

In August of 1994, I was hired by HealthSouth to work in the Internal Audit De-
partment. I held the title of Staff Auditor, Senior Auditor and Assistant Vice Presi-
dent of Internal Audit. In June of 1997, I was transferred to the compliance depart-
ment and was given the title of Compliance Director.

The Compliance Department provided an internal mechanism for the employees
to report problems. We ran a day-to-day hotline and most of the complaints that
we received involved personnel problems. Those complaints were routed to the
Human Resource Department.

My immediate supervisor was Tony Tanner who was Executive Vice President of
Administration. Mr. Tanner retired in December of 1999, and he was replaced by
Brad Hale who was my immediate supervisor until I resigned in January of 2001.

Around November of 1999, Diana Henze came to me with a complaint about some
accounting transactions. This was a face-to-face meeting with Diana, and she gave
specific information about journal entries being posted on a quarterly basis. She
gave me specific queries to run on the computer system to find the journal entries.
In short, Diana’s complaint had to do with possible fraud being committed. I ran
the queries and found large dollar amounts being entered. However, I did not have
access to the supporting documents to determine whether or not the journal entries
were legitimate. Therefore, I did not have the means or authority to properly inves-
tigate Diana’s complaint.

I took Diana’s complaint to my supervisor Tony Tanner. He expressed concern and
said that he would look into the matter. I believe that I had a follow-up conversa-
tion with Diana about her complaint, but I do not recall the specifics of what was
said. However, Diana was clear that she stood by her complaint and would not with-
draw it. Mr. Tanner told me that Diana’s complaint had been resolved and that the
case was closed. I had no reason to doubt him because I could not investigate her
complaint on my own. Because of the way HealthSouth was structured a complaint
such as Diana’s had to go up the chain of command to be properly investigated. In
retrospect, it appears that the “foxes were guarding the chickens.”

I left HealthSouth in January of 2001 to begin working for myself. I started my
own business doing internal audits for healthcare companies on an independent con-
tract basis.

At HealthSouth, the Compliance Department was defined too broadly. It dealt not
only with State and federal laws and regulations but also with internal policy as
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well. The department was bogged down with complaints concerning internal policy
and personnel decisions, and it simply became a clearinghouse of complaints. As I
stated earlier, most complaints were sent to Human Resources. We did not have the
authority or resources to investigate complaints such as one brought by Diana.
What we should learn from this is that compliance departments should have the ap-
propriate resources and authority, i.e. complete access to corporate books to inves-
tigate complaints involving fraud in financial accounting. Moreover, compliance de-
partments should consider the merits of focusing solely on State and federal laws
and regulations rather than broadly addressing regulatory and personnel issues.

Mr. GREENWOOD. Thank you, Ms. Cullison.
Mr. Smith, for your opening statement.

TESTIMONY OF GREG SMITH

Mr. SMITH. I do not wish to make a statement at this time, but
I will answer your questions.

Mr. GREENWOOD. Very well. Thank you very much.

The Chair recognizes himself for 10 minutes for purposes of in-
quiry, and we will begin with you, Ms. Henze.

Ms. Henze, you told us in your opening statement that in 1998
you began to notice earnings and earnings per share, as you said,
jump up over a period of a few days during the quarter end consoli-
dation process. Could you explain to us what you were asked to do
that caused you to notice the changes in the numbers?

Ms. HENZE. Yes. One of my sole responsibilities or one of my re-
sponsibilities was to run the consolidation process, which is to pull
the numbers together after general accounting was through.

So when general accounting came to me and said they were
through, I pulled—you know, I ran a consolidation process, which
is a totally audited process on the computer, handed it up to my
supervisor, which was Ken Livesay.

Shortly there afterwards, they asked me to rerun it. Open up the
periods—well, actually, I'm sorry. They asked me to open up the
accounting periods so that more entries could be entered into the
system.

Mr. GREENWOOD. And was that in itself unusual?

Ms. HENZE. Not in and of itself. I mean, usually you can run a
consolidation and then be asked to rerun.

Mr. GREENWOOD. Okay.

Ms. HENZE. But this was probably like the third, maybe the
fourth time. I mean, it was continuing to do that. And at this time
of the quarter end it was very unusual that your amounts should
jump dramatically or drastically.

So it was just in this process that after a few times of running
the consolidation that the numbers—that the numbers jumped.

Mr. GREENWOOD. Okay. You told our staff that you also wit-
nessed accounting meetings occurring behind closed doors. Could
you tell us who you recall in those meetings and what appeared to
be happened or what happened after those meetings?

Ms. HENZE. Yes. Usually during the quarter end prior to earn-
ings releases during—after I had run the consolidations, one, twice,
there would be a meeting in a conference room right outside of Mr.
Owens’ office. And——

Mr. GREENWOOD. And just identify who Mr. Owens is.

Ms. HENZE. I'm sorry. Mr. Owens was the Controller at that
time.
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Mr. GREENWOOD. Okay.

Ms. HENZE. Shortly after this meeting after they would adjourn,
I would get a phone call to open up the accounting periods that
they needed to make some additional entries, which in my previous
answer I would go through that whole process again.

Mr. GREENWOOD. Right. Okay. And was Mr. Livesay there?

Ms. HENZE. Yes.

Mr. GREENWOOD. And Weston Smith?

Ms. HENZE. I believe I recall seeing Mr. Smith.

Mr. GREENWOOD. Susan Jones?

Ms. HENZE. Yes.

Mr. GREENWOOD. Sharon Faulkner?

Ms. HENZE. Yes.

Mr. GREENWOOD. Emery Harris?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Kay Morgan?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Okay. These are pretty senior level officers
that are meeting, and then soon after you are told to reopen the
consolidation process and, lo and behold, the numbers are chang-
ing. Is that what you are testifying to?

Ms. HENZE. That is—that is correct.

Mr. GREENWOOD. Okay. You mentioned that in 1999 you were
called into Bill Owens’ office after you complained to your boss
about your suspensions of fraud. Did Mr. Owens or Mr. Livesay,
your boss, ever deny that the fraud was being committed?

Ms. HENZE. They neither denied nor acknowledged.

Mr. GREENWOOD. They didn’t admit it, they didn’t deny it, they
just sort of nodded their heads, is that what they did? Okay.

You told our staff in an interview that when you were called into
Bill Owens’ office in 1999 after you told your boss Ken Livesay’s
your suspicions about fraud, that Mr. Owens said “If we do not
meet our earnings, people start losing jobs.” Is that what the Con-
troller of HealthSouth told you?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Were you shocked?

Ms. HENZE. Pretty much.

Mr. GREENWOOD. Did you take that as an admission that they
were doing something funny with the numbers?

Ms. HENZE. He did not deny it, so it was kind of I really did not
know whether to really believe that they were or that
somebody——

Mr. GREENWOOD. How did you feel emotionally about that?

Ms. HENZE. I was pretty upset.

Mr. GREENWOOD. You also Committee staff that you spoke to
Mike Martin, who was then the CFO of HealthSouth about your
concerns. Could you tell us what you told Mr. Martin and what his
response was?

Ms. HENZE. I went to Mike Martin, it was mainly about being
passed over for a promotion. And

Mr. GREENWOOD. Did you believe that you were being passed
over because you had brought these concerns?

Ms. HENZE. I did not know what to believe at first.

Mr. GREENWOOD. Okay.
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Ms. HENZE. But I was told that I did not get the promotion be-
cause I did not—would not participate. But in our conversation I
brought up the—what had been occurring within the accounting
department. Mike seemed very upset, but restated some similar to
Bill’s conversation that——

Mr. GREENWOOD. Was he yelling?

Ms. HENZE. He was yelling, not necessarily at me. More of just
that he was approached with an uncomfortable situation.

Mr. GREENWOOD. Did he say the company will go down, we have
to do it?

Ms. HENZE. I believe he—he said something that we have to do
this. I am not sure if he actually said the company will go down.

Mr. GREENWOOD. Okay. And then Mr. Scrushy walked into Mr.
Martin’s office?

Ms. HENZE. Yes, right near the end of our conversation.

Mr. GREENwWOOD. Okay. Did Ken Livesay ever relay to you that
he had been told by upper management to “passive you”.

Ms. HENZE. Mr. Livesay had called me into his office shortly
after I had gone to the Corporate Compliance. And had asked me
if I actually did go in and file a complaint. He apparently—he had
told me that he got called to Bill—I mean, to Mike Martin’s office
and that eventually they wanted Compliance to come back to the
person who had filed the complaint and instruct them to go back
to Mr. Livesay so that he could smooth things over.

Mr. GREENWOOD. When you spoke with Kelly Cullison about your
suspensions of accounting fraud, did you also mention to her who
you believed might be involved?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Did you mention Ken Livesay, Mike Martin,
Bill Owens?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Okay. The people that you believed were com-
mitting accounting fraud as far back as 1998, have these people
plead guilty to similar charges?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Okay. What did you believe would happen
when you made your formal complaint with HealthSouth Compli-
ance Department?

Ms. HENZE. I believed that it—that it would go up to senior—the
most senior level and that appropriate action would take place, and
that the—if it was fraud, which is what I suspected, that it would
be addressed and taken care of.

Mr. GREENWOOD. And do you in fact think now looking back that
it was taken seriously and it was investigated?

Ms. HENZE. I think when I made—I believe when I made my
complaint to the—to Kelly in Corporate Compliance that it was
taken seriously. I do not think that it was taken seriously or han-
dled appropriately beyond that.

Mr. GREENWOOD. What made you decide to go to log a formal
complaint with the Compliance Department?

Ms. HENZE. What made me?

Mr. GREENWOOD. When did you decide it was time to file a for-
mal complaint?
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Ms. HENZE. When it became apparent that it was going to con-
tinue even after my first address to Mr. Owens and Mr. Livesay.

Mr. GREENWOOD. It is a pretty bold thing to do. Were you not
worried about losing your job?

Ms. HENZE. I was not really worried about losing my job.

Mr. GREENWOOD. Because you did not think you would lose it or
because you could survive without it?

Ms. HENZE. Well, I could not really—it would have been tough
to survive without it. You know, technically they could not fired me
for going to Compliance, even though I know that they could have
made it very hard for me.

Mr. GREENWOOD. Yes. Or pass——

Ms. HENZE. But it was not right. So——

Mr. GREENWOOD. Well, good for you.

Ms. HENZE. Thank you.

Mr. GREENWOOD. Let me quickly try to ask a question or two of
Ms. Sanders.

Now you told us you worked for HealthSouth from 1993 to 2000
and you were the Chief Internal Auditor for the company through-
out many of those years. To whom did you report to in that capac-
ity?

Ms. SANDERS. Actually, I worked for the company 1990 to 1999.

Mr. GREENWOOD. Okay.

Ms. SANDERS. And I reported to Richard Scrushy, the CEO. And
when I started, he was also the President of the company as well.

Mr. GREENWOOD. Okay. Did the internal audit department have
any direct reporting relationship with the audit committee of the
board of directors?

Ms. SANDERS. In the charter, I believe there was a statement
that they would have a reporting—maybe not a direct reporting re-
lationship, but a reporting relationship to the audit committee.

Mr. GREENWOOD. That is the way it was supposed to work?

Ms. SANDERS. That was the way it was supposed to work. But
in reality I did not have separate meetings with the audit com-
mittee except for that one that was in 1990—somewhere
between

Mr. GREENWOOD. And why was that? You know at the time that
the charter said that there was supposed to be this reporting rela-
tionship?

Ms. SANDERS. Correct.

Mr. GREENWOOD. You did not take it upon yourself to make that
happen or you tried and were not given the opportunity, or what?

Ms. SANDERS. It was really—I mean, it was a very difficult thing
to try to push that with Mr. Scrushy. He was—he did not like sur-
prises. He wanted to be in those meetings. So those why those
meetings were usually held always with the

Mr. GREENWOOD. So did you ever ask Mr. Scrushy if it would be
okay if you reported directly to the

Ms. SANDERS. I do not recall ever asking him for that specifically,
no.
Mr. GREENWOOD. In the 10 years that you were Chief Internal
Auditor for HealthSouth how many times did you meet with the
audit committee?
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Ms. SANDERS. One time, and that—I mean, as far as like one
time separately. Whenever we had audit committee meetings, they
were always the full board. They—that meeting was the one that
was attended by Tony Tanner, who was the Executive Vice Presi-
dent and Compliance Officer.

Mr. GREENWOOD. Were you scared that Mr. Scrushy would find
out that you made—I'm sorry.

Let me go back to you, Ms. Henze. And one final question for you
because my time has expired. Were you scared that Mr. Scrushy
would find out that you made the allegations?

Ms. SANDERS. That I made——

Mr. GREENWOOD. No. This is Ms. Henze, I'm sorry. I'm sorry.

Ms. HENZE. I'm sorry, what was your question?

Mr. GREENWOOD. I asked you earlier if you were worried about
losing your job. Were you particularly worried that Mr. Scrushy
would find out about this?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Okay. Why were you worried that he would
find out about this?

Ms. HENZE. I was worried about retaliation.

Mr. GREENWOOD. What made you worried about retaliation? Was
there reason?

Ms. HENZE. Just the atmosphere and rumors that circulate with-
in the corporation.

Mr. GREENWOOD. Such as?

Ms. HENZE. That he did not like bad news. That, you know, just
bad things happened. And, you know, one of the examples is defi-
nitely you would lose your job, but is it more than just intimida-
tion? I did not know, you know, financially, personally there would
be a retaliation toward me.

Mr. GREENWOOD. Okay. Thank you.

My time has expired. The gentlelady from Colorado.

Ms. DEGETTE. Thank you, Mr. Chairman.

Ms. Henze, were you worried as well as your job about your hus-
band’s job?

Ms. HENZE. Yes, ma’am.

Ms. DEGETTE. And why was that?

Ms. HENZE. My husband works for the University of Alabama in
Birmingham, and Mr. Scrushy has a lot of contact there with the
University.

Ms. DEGETTE. And were you worried that he would have the in-
fluence to effect your husband’s job if he was upset with you?

Ms. HENZE. Yes, ma’am. Yes, ma’am.

Ms. DEGETTE. Why is it that you thought that Mr. Scrushy
would go that far in retaliation? What gave you that level of fear?

Ms. HENZE. I cannot really give you a specific. It was more of
just the general atmosphere within the corporate office that you
are not to do anything to cross Mr. Scrushy.

Ms. DEGETTE. Did you get the sense with your position that Mr.
Scrushy kept an eye on the books and knew what was going on in
terms of the financial affairs of the company?

Ms. HENZE. Did I think that he knew what was going on or

Ms. DEGETTE. Yes.

Ms. HENZE. Yes, ma’am.
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Ms. DEGETTE. Why?

Ms. HENZE. Well, in the Monday morning meetings that we
would have, he talked about just the numbers of the books and
that he made comments “I know what’s going on, I am keeping an
eye on everybody’s performance.” I mean, you know, mainly talking
about the operational, facility operations. So he—he—he stressed it
within our Monday morning meetings.

Ms. DEGETTE. Now, you were here in the hearing room when we
played the snippets from the “60 Minutes” interview with Mr.
Scrushy, were you not?

Ms. HENZE. Yes, ma’am.

Ms. DEGETTE. I thought I saw you. And I do not know if you
heard Mike Wallace say you don’t keep track of the accounting. Mr.
Scrushy said “CEOs do not do that. CFOs do that.” Do you remem-
ber seeing that?

Ms. HENZE. Yes, ma’am.

Ms. DEGETTE. In your experience in your position do you think
tha“g that is true that Mr. Scrushy didn’t keep track of the account-
ing?

Ms. HENZE. I—I believe that kept an eye on the performance of
the company, maybe not down to the total details of the accounting.
But he kept an eye on what our earnings were, what our perform-
ance was.

Ms. DEGETTE. And I think that is the job of the CEO, do you?

Ms. HENZE. Yes, ma’am.

Ms. DEGETTE. Ms. Sanders, I wanted to ask you because you re-
ported directly to Mr. Scrushy what you thought about that state-
ment. Was it your sense that Mr. Scrushy kept track of the ac-
counting, at least on a general basis?

Ms. SANDERS. On a general basis, yes. He—during those Monday
morning meetings that Ms. Henze’s referring to, yes, he would
make those—those comments.

Ms. DEGETTE. Talk if you can a little bit your perception of those
Monday morning meetings?

Ms. SANDERS. They were usually very large, especially toward
the end when I was there because there several hundred—or sev-
eral hundred people within the room. You were basically to report
on the top five things that you did the previous week and the top
five things that you were going to be reporting on this on the up-
coming week.

Usually he followed up with ending comments and would talk
about, you know, he usually had a stack that he would throw up
on the table and say that I have got all the numbers for the—for
every one of the facilities and I am watching, and I know what is
going on in this facilities.

Ms. DEGETTE. So, as the internal auditor you—was that your
title, internal auditor?

Ms. SANDERS. That was my title when I started with the com-
pany in 1990, yes.

Ms. DEGETTE. Okay. And, I'm sorry, when you left it was Group
Vice President and Chief Auditing Officer.

Ms. SANDERS. Yes.

Ms. DEGETTE. So it was your job in the Monday morning meet-
ings or the Monday meetings to talk about the auditing, right?
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Ms. SANDERS. It basically the facilities that we were visiting and
that we had been at last—at the previous week and then the facili-
ties that we were visiting for the coming week. We did not nec-
essarily report on the results of those audits.

Ms. DEGETTE. Now, you did not actually have access to the cor-
porate books when you were doing field audits, did you?

Ms. SANDERS. No, I did not.

Ms. DEGETTE. Did you ever have access to the corporate books?

Ms. SANDERS. No, I did not.

Ms. DEGETTE. How is it as the Group Vice President and Chief
Auditing Officer you would be able to achieve field audits if you
could not compare it back to the corporate books?

Ms. SANDERS. That was not part of our audits. We were to audit
the information that was coming in from the individual facilities,
and to just make sure it had been posted correctly to the general
ledgers. But it was not our responsibility to make sure that it got
pulled into the corporate books or into the consolidation.

Ms. DEGETTE. And whose job was that?

Ms. SANDERS. That would have been left to Ernst & Young to
audit that.

Ms. DEGETTE. The outside auditors?

Ms. SANDERS. The outside—the outside auditors, yes.

Ms. DEGETTE. And you said in your testimony that you had some
concerns, I think it was in 1996, and so you wrote a memo to Mr.
Scrushy about the facility auditing. That is Tab 40 in the notebook
in front of you there.

Ms. SANDERS. Is this the Pristine, referring to the memo about
the Pristine Audit?

Ms. DEGETTE. Right.

Ms. SANDERS. Yes, ma’am.

Ms. DEGETTE. Why did you write that memo to Mr. Scrushy?

Ms. SANDERS. I do not have a copy of it, but I believe I remember
it.

Ms. DEGETTE. It is the one that you said was attached to your
testimony.

Ms. SANDERS. Thank you.

Ms. DEGETTE. It says to Richard M. Scrushy from——

Ms. SANDERS. Yes. Uh-huh.

I wrote it for two reasons. No. 1 was I felt it—not that it was
a waste of money. I agreed with the idea that we needed to do
these types of audits, but I did not necessarily agree that we need-
ed to have a CPA firm performing those audits.

Ms. DEGETTE. So the word “audit” is being thrown around kind
of loosely here.

Ms. SANDERS. Right.

Ms. DEGETTE. Because, I mean, with you you are an accountant,
right?

Ms. SANDERS. Correct. Yes.

Ms. DEGETTE. So when you do an audit, you are talking about
reconciling the books, correct?

Ms. SANDERS. Right. Financially.

Ms. DEGETTE. But that’s not financial information. But that is
not the kind of audit that Mr. Scrushy was talking about, was it?
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Ms. 1SANDERS. No. This was more of a quality standards, quality
control.

Ms. DEGETTE. And, in fact, the 50 point—the Pristine factor
audit form?

Ms. SANDERS. Yes.

Ms. DEGETTE. That’s attached to Tab 41, and that was also at-
tached to your testimony.

Ms. SANDERS. Right.

Ms. DEGETTE. That was what you were talking about, that was
the kind of audit that Mr. Scrushy wanted of the facilities, correct?

Ms. SANDERS. Correct, yes.

Ms. DEGETTE. And the kinds of audit is things like: Overall ap-
pezilr%nces, organized and neat; music is at an acceptable level, etc,
right?

Ms. SANDERS. Correct.

Ms. DEGETTE. Now none of those are financial things?

Ms. SANDERS. No, ma’am.

Ms. DEGETTE. Now, after you sent this memo to Mr. Scrushy, did
you take that concern to anybody else that they were asking you
to do a facilities type audit but not a financial audit? What did you
do about that?

Ms. SANDERS. I—I had cc’d this memo to Jim Bennett, Gerald
Brown, Aaron Beam and Bill Owens. I did not necessarily hear any
responses back from them about this, but that would have been—
this would have been an internal memo and I would not have gone
outside of the company with my concerns about it.

Ms. DEGETTE. But did anybody ever get back to you and tell
you—Ilet me ask you this

Ms. SANDERS. Which it did, yes.

Ms. DEGETTE. Did you ever do any financial audits of the outside
facilities, of the facilities?

Ms. SANDERS. Yes. That was what we were responsible for, was
doing the financial audits of the field locations, the information
that they were sending in to the corporate office.

Ms. DEGETTE. Did you ever visit the field locations?

Ms. SANDERS. Yes.

Ms. DEGETTE. How many of the field locations?

Ms. SANDERS. When I started, I probably did about 20 of the 35.
And then when we left, we usually budgeted for about 100 facilities
to be audited in a year.

Ms. DEGETTE. Now, I think you said that while you were there—
did you want to correct and answer, ma’am?

Ms. SANDERS. I'm sorry. I'm sorry. No, ma’am.

Ms. DEGETTE. After consulting with counsel?

Ms. SANDERS. Okay. It was—yes. It was my responsible to do the
financial audits on the field locations.

Ms. DEGETTE. Right.

Ms. SANDERS. Yes. Okay.

Ms. DEGETTE. Now, you said there were 35 facilities and one
auditor when you started.

Ms. SANDERS. Right.

Ms. DEGETTE. And then when you left there were 1800 facilities,
correct?

Ms. SANDERS. Correct.
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Ms. DEGETTE. So were there 50 auditors then when you left?

Ms. SANDERS. No. There were approximately 10 auditors.

Ms. DEGETTE. Ten auditors for 1800 facilities?

Ms. SANDERS. Correct.

Ms. DEGETTE. So were you able to then do the same kind of level
of auditing at the end as you were at the beginning?

Ms. SANDERS. No.

Ms. DEGETTE. Obviously.

Ms. SANDERS. No.

Ms. DEGETTE. Did Ernst & Young ever tell you that your inter-
nal audit operation was weak?

Ms. SANDERS. No, they did not make that direct statement to me,
no.
Ms. DEGETTE. Did Ernst & Young ever recommend that you
have access to the corporate books so that you could compare the
audits?

Ms. SANDERS. No, ma’am. They did not make that direct state-
ment.

Ms. DEGETTE. And did Ernst & Young ever recommend that you
get additional staff to complete these audits?

Ms. SANDERS. We talked about adding staff and they tried to
make—they made those recommendations, to my knowledge, to
management. They would make that recommendation, and I am
not sure if it was in the management letter or not, but those would
make those recommendations to management.

Ms. DEGETTE. And did you ever discuss that with Mr. Scrushy,
your immediate supervisor?

Ms. SANDERS. I did talk to him one time about adding more staff.
We did end up adding one or two more people at that point in time.
That was probably the 1996 to 1998 timeframe is what I am think-
ing.

Ms. DEGETTE. And was that sufficient, was that one additional
staff member sufficient to complete these audits?

Ms. SANDERS. No. No it was nowhere near. No.

Ms. DEGETTE. Now, security at HealthSouth was always very
tight. Were there hidden cameras in the hallways?

Ms. SANDERS. Yes.

Ms. DEGETTE. And where were they, do you know?

Ms. SANDERS. I know of one in particular. It was outside of Bill
Owens’ and Weston Smith’s office.

Ms. DEGETTE. Do you know what those hidden cameras were
for?

Ms. SANDERS. To keep an eye on who was going in and out of
the offices, is all I know.

Ms. DEGETTE. When did you discover that?

Ms. SANDERS. During an investigation that I conducted. A con-
tract employee had falsified and had gotten—falsified documents
and had gotten a check written. And during that investigation
working with the security department they showed me tapes from
those cameras and I realized that there wasn’t a camera that you
could see up there. And they said, well, there is some that are hid-
den. And they showed me where.

Ms. DEGETTE. How did that make you feel then?

Ms. SANDERS. Oh, a little nervous.
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Ms. DEGETTE. Thank you.

Mr. GREENWOOD. The time of the gentlelady has expired. The
Chair recognizes the gentleman from Oregon, Mr. Walden for 10
minutes.

Mr. WALDEN. Thank you, Mr. Chairman.

Ms. Henze, you have testified about the reopening of the books
and the adjustments that occurred I think going into the end of
each quarter, is that correct?

Ms. HENZE. Yes, sir.

Mr. WALDEN. Did the numbers ever get adjusted negatively?

Ms. HENZE. Not that I recall. No, sir.

Mr. WALDEN. So to the best of your recollection the numbers
were always enhanced, which would make it seem like the com-
pany was doing better than perhaps it was?

Ms. HENZE. Yes, sir. They were always enhanced to meet the
earnings per share that was estimated on the street.

Mr. WALDEN. I want to hear that again. They were always en-
hanced to meet the earnings per share estimate——

Ms. HENZE. The earnings per share.

Mr. WALDEN. [continuing] that was on the street?

Ms. HENZE. Yes.

Mr. WALDEN. And that is part of why you filed your objection?

Ms. HENZE. Yes, sir.

Mr. WALDEN. Okay. Ms. Sanders, were minutes ever kept of the
Monday morning meetings?

Ms. SANDERS. I am not aware of any minutes that were kept. I
do know that they kept copies of our reports that we submitted for
those meetings.

Mr. WALDEN. Do you know based on what you know about the
security system, were they tapped?

Ms. SANDERS. Not to my knowledge. I do not know. There were
cameras in the conference center, then it would have been taped.
But I am not sure if there are cameras in that conference center.
I do not remember.

Mr. WALDEN. It would be most interesting to find out.

The memo, Ms. Sanders, that you sent to Mr. Scrushy, could you
describe for us to the best of your recollection his specific reaction
to that memo? Did he ever talk to you about that?

Ms. SANDERS. Oh, yes. Yes, sir, he did. He was very upset with
me. I felt like I was disagreeing with what he was wanting to do
and the program that he was wanting to do. And I was told to
get—I needed to pull the wagon and get with the program and go
out and make it happen. And that is basically what I did.

Mr. WALDEN. Is that all he said to you?

Ms. SANDERS. He was very vocal in how he said it, specific lan-
guage that he used I do not recall. But I just know that he was
very forceful in telling me that I needed to put this memo aside,
he wanted this done and we were going to go forward with this.

Mr. WALDEN. Did he say that you were lucky to have a job?

Ms. SANDERS. Yes, he did. He did tell me that. He said I needed
to remember that I was lucky to have a job. That I had been laid
off from Ernst & Young and that I had not—and I did not have
a job when I had started to work with HealthSouth, yes.

Mr. WALDEN. Did he ever call you an idiot?



42

Ms. SANDERS. He did not use that specific terminology, no. But
he—he certainly made me feel that way once I walked out of there.

Mr. WALDEN. All right. Who chaired the board’s audit com-
mittee?

Ms. SANDERS. During the time that I was there it had been Dr.
Philip Watkins.

Mr. WALDEN. And did you ever meet just individually with Dr.
Watkins?

Ms. SANDERS. No, sir. No.

Mr. WALDEN. Did he ever ask to meet with you individually?

Ms. SANDERS. No, sir, he did not.

Mr. WALDEN. Did he ever schedule board meetings, audit com-
mittee meetings to meet with you?

Ms. SANDERS. No, sir, he did not.

Mr. WALDEN. Was there ever a discussion about why the internal
auditor reported to senior management and not to the audit com-
mittee independently?

Ms. SANDERS. Not with me there was not.

Mr. WALDEN. Did you ever raise that as an issue that maybe
that’s not the way it should work?

Ms. SANDERS. Not with him, no.

Mr. WALDEN. Who did you raise it with?

Ms. SANDERS. The only person that I would have raised that with
would have been when we were writing the charter when I first
started, and that would have been with Tony Tanner and with Mr.
Scrushy at that time.

Mr. WALDEN. So Mr. Tanner and Mr. Scrushy? And you raised
it with them, and what again did the charter say?

Ms. SANDERS. The charter, when it—one it had been revised said
that I reported directly to the CEO and in his absence the CFO of
the company with I believe, it was either administrative or func-
tional responsibility to the audit committee of the board of direc-
tors.

Mr. WALDEN. So we get back to this issue of lack of internal con-
trol. Would you say based on your auditing experience that there
was extraordinary internal control in the sense that anything you
found went directly to the CEO/President or the CFO, I believe all
5 of whom have now admitted to fraud?

Ms. SANDERS. Yes.

Mr. WALDEN. Is that not a huge gap in internal controls?

Ms. SANDERS. Yes, but our responsibility was only to audit the
field locations. So that information would have gone to the oper-
ations personnel as well as in a general report to Mr. Scrushy and
then to whoever, like the president of the company which would
have been Jim Bennett at that point in time.

So, yes, there would be a gap.

Mr. WALDEN. Would you work for a company that set it up that
way again?

Ms. SANDERS. No, sir, I would not.

Mr. WALDEN. All right. Thank you.

Mr. Cohen, why did the alleged $175 million hit that
HealthSouth claimed it took in the third quarter of 2002 not make
sense to you?
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Mr. COHEN. Actually, they did not claim to have taken a $175
million in the third quarter. Their representation that they made,
if I remember correctly, was that revenues were decreased third
quarter over second quarter by $23 million related to Transmittal
1753.

The 175 was their estimate of an annualized effect including
both Medicare and non-Medicare.

The reason it did not make sense is as part of our analysis we
also sampled a period of time the last 2 weeks of September for the
purpose of seeing if indeed they were—the billing practice had
changed and just how far adrift they were from the guidelines that
we felt were appropriate.

When we did that at the time you did the analysis for that 2
week period, the most had they been following those billing prac-
tices throughout that quarter, the most that could have been ef-
fected by Transmittal 1753 we felt were somewhere in the $7, $7.5
million range.

Mr. WALDEN. $7 to $7.5 million range?

Mr. CoHEN. Right. That would be the most.

We also were aware that for the most part guidance had not
been given throughout the quarter as to changing billing. So our
view was that really the changes in billing were only taking place
starting to take effect the last part of September. So our initial
feeling was that perhaps $2 to $4 million may have been effected
during that quarter. Not 23.

Mr. WALDEN. So did you proceed to find out what accounted for
the other amount of money?

Mr. COHEN. As soon as we saw that, we had just—we heard this
as we were drafting the report. And as soon as we saw it, we let
Fulbright and Jawarksi know that we had some concerns about it,
and that we needed to resolve those before we could ever make the
report final. And then on November 6 I sent a note to Bill Owens
detailing all the representations that were being made and asked
for additional information, and never did get a response. Contacted
him

Mr. WALDEN. So——

Mr. COHEN. Tried to contact him about three times and never did
get a response.

Mr. WALDEN. Never did get a response?

Mr. COHEN. No.

Mr. WALDEN. So is it your opinion then, was it then and is now
that 1753 would not have had an incredible impact on the com-
pany?

Mr. COHEN. My opinion is that I feel very comfortable very with
the analyses that we did. I cannot tell you, I mean, there may—
we did sampling. You could not go out to all the thousands of facili-
ties and do this.

Mr. WALDEN. Sure.

Mr. COHEN. So there is always a potential for error. But I felt
very comfortable with our analyses. And so based on that, I
would—there was virtually no impact on the commercial insurance
during that quarter and the most, as I said, the Medicare could
have possibly been 6, 6.5 and probably was closer to 2 or 3.
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Mr. WALDEN. Do you think then that Mr. Scrushy was using
Transmittal 1753 as a ruse to cover up other accounting
misstatements that had been made prior to that so you wrap it all
up and blame it on Transmittal 1753, wipe it out, point over here
when really the fraud is over there?

Mr. COHEN. Obviously, at the time we had no knowledge as to
the depths of the fraud that was taking place there. So we were
concerned that perhaps adjustments were being made to contrac-
tual allowances for prior periods that might account for the dif-
ference. In hindsight knowing what I know today, it certainly
would have been methodology of covering up some of those earn-
ings.

Mr. WALDEN. Mr. Vines, I read a little bit about your comments
on this issue. And I understand the allegation is something in the
order of more than a billion dollars was shifted from expenses over
into capital costs, right?

Mr. VINES. That is correct.

Mr. WALDEN. I guess the question that I cannot answer and
maybe you can, is why the auditors did not more closely question
that much capital asset showing up on the books? Now, I know
from what we have read there is this allegation of manipulation of
the data so that anything from up to $4,999, you know, that Ernst
& Young did not look at anything below $5,000. So those are what,
I guess, got picked up and pulled over and put into assets and am-
ortized over a longer period of time. Is that accurate?

Mr. VINES. That’s correct.

Mr. WALDEN. I am not an account. So help me out here.

But still there should be some paper trail behind that to identify
a billion plus showing up there. What broke down there? How was
that not identified?

Mr. VINES. I do not know, really. I mean it just moved from the
expense accounts to the capital accounts.

Mr. WALDEN. But would you not agree that—I mean somebody
in the accounting side of things, the auditing side of things should
have noticed a billion dollars showing up over there, or is it
just—

Mr. VINES. Well, if it is within a dollar range, the auditors do
not look at it. So if it is under $5,000, they are not going to pay
attention to it.

Mr. WALDEN. Right. But in accumulative when you get a get to
a billion showing up on the balance sheet, do that not change——

Mr. VINES. Because if they are looking individual, looking at in-
dividual costs instead of overall costs.

Mr. WALDEN. So there is nobody looking at that? It is amazing.

Did you ever have contact with the auditors?

Mr. VINES. Not directly. Any contact I had with the auditors was
through Kathy Edwards, my former supervisor.

Mr. WALDEN. And she has now plead guilty for the fraud?

Mr. VINES. Yes.

Mr. WALDEN. You raised some of these issues, the allegation is,
on Yahoo?

Mr. VINES. Yes.

Mr. WALDEN. Are you Junior?

Mr. VINES. Yes.
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Mr. WALDEN. And what were you trying to accomplish there you
could not accomplish inside the company?

Mr. VINES. Well, I started posting messages after 1 left
HealthSouth. I mean, I just wanted the truth out there of what
was going on at HealthSouth in the accounting department and
how expenses were being shifted and, you know, bogus assets
added to the books each quarter.

Mr. WALDEN. Let me ask you this, because part of what we are
trying to do is not just investigate what happened to HealthSouth,
but look at are there changes in accounting rules, laws, things we
do here in the Congress would catch these sorts of problems and
save shareholders extraordinary losses. Is there something we need
{:o c‘l?lange or was this just criminal behavior already in violation of
aw?

Mr. VINES. It is already in law. I mean, I am sorry it is hap-
pening. This is you need a tougher compliance department at the
corporations, you know, a monitoring and stronger auditor depart-
ment, you know, auditing every entry.

Mr. WALDEN. What did Kathy Edwards ask you to do with re-
spect to the capitalization?

Mr. VINES. She had ran some queries on some expense accounts
and she wanted me to move out certain expenses from $500 to
right under $5,000, move those out of the expense accounts to the
capital accounts.

Mr. WALDEN. And did you object to that?

Mr. VINES. Not really. The only thing I asked for, is I asked for
her signature on the entries after the entries were prepared.

Mr. WALDEN. And you did that for what purpose?

Mr. VINES. I was not comfortable with the entries.

Mr. WALDEN. So you knew this was not a right thing to do?

Mr. VINES. Yes.

Mr. WALDEN. But you did not—basically the signature gives you
CYA?

Mr. VINES. Yes.

Mr. WALDEN. That is what you were after. And you—why did
you not come forward like Ms. Henze came forward and file a com-
plaint within the internal workings? Is it fear, is it

Mr. VINES. Fear. I was afraid I would lose my job.

Mr. WALDEN. Thank you, Mr. Chairman. That is all the ques-
tions I have at this time.

Mr. GREENWOOD. The Chair thanks the gentleman, and recog-
nizes the gentleman from New Jersey, Mr. Ferguson for 10 min-
utes.

Mr. FERGUSON. Thank you, Mr. Chairman.

I just want to begin by thanking all the witnesses for being here
today. I really believe that you are acting in the best way that you
know how to try and account for this situation and to try and pre-
vent this kind of a tragedy from happening again.

I want to begin with Mr. Vines, if I might. Mr. Vines, you knew
people at HealthSouth were making accounting entries that you
were not comfortable with, is that correct?

Mr. VINES. Yes.

Mr. FERGUSON. While you were employed at HealthSouth did you
ever personally witness a falsification of a document that were
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being given to your auditors, to Ernst & Young? And if you did, tell
us about that.

Mr. VINES. Yes, I did. It was for the 2001 audit, I believe, at
HealthSouth. The auditor while they were questioning an asset ad-
dition, which was an AP summary on a general ledger, well Kathy
Edwards had scanned the accounts payable system to find a dollar
amount close to that amount that she needed. She then ordered me
to get that copy of the invoice for her. And then she scanned the
invoice into her computer system and made the changes she needed
on the invoice to give to the auditors.

Mr. FERGUSON. You had testified in court about a fake asset in
Kansas?

Mr. VINES. Yes.

Mr. FERGUSON. Being supported by alerted documentation for an
asset from Massachusetts. And as you were just saying and as I
understand it, people were using scanners and computers to create
false documents and using them to lie to the auditors?

Mr. VINES. That is correct.

Mr. FERGUSON. That is correct?

You seem to have discussed these uncomfortable entries with
some of your colleagues. In April you testified that you discussed
this with asset manager supervisors for the other two regions. Who
were those people in the east and in the west?

Mr. VINES. The west was Wendy Walker and the east was on
Amy Watts.

Mr. FERGUSON. And you had testified that between the three of
you that you covered all 1800 HealthSouth facilities and that Amy
Watts and Wendy Walker the same kind of thing was happening
in their offices that was happening in yours, is that right?

Mr. VINES. I believe so.

Mr. FERGUSON. And I have got your testimony from a Federal
court here, and I want to ask you some of the questions that were
posed to you then.

There was this fraud hotline within HealthSouth, the 1-800 hot-
line program with cards that had been passed out to all the em-
ployees to report anything that you were not comfortable with. Is
that right? You are familiar with that?

Mr. VINES. Yes, I am.

Mr. FERGUSON. Did you ever call that hotline to report these
frauds, these falsification of documents that were being given to
your auditors?

Mr. VINES. No, I did not.

Mr. FERGUSON. Okay. After you talked to Amy Watts and Wendy
Walker about what was going on, did either one of them indicate
that they were going to call the hotline or had called the hotline?

Mr. VINES. No, they did not. Not to me they did not.

Mr. FERGUSON. Did you have any conversations amongst your-
iﬂ,elvss suggesting that one another may be—someone call the hot-
ine?

Mr. VINES. No.

Mr. FERGUSON. Did you talk amongst the three of you about pos-
sibly informing your auditors about what was going on, about going
right to Ernst & Young to tell them some of these things that you
were uncomfortable with?
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Mr. VINES. No. No, we did not.

Mr. FERGUSON. Okay. Thank you.

Mr. VINES. Thank you.

Mr. FERGUSON. I want to move on to Ms. Henze.

Ms. Henze, you have testified in Federal court that you knew
that fraud was being perpetrated by some of your superiors at
HealthSouth, is that correct?

Ms. HENZE. I suspected fraud was being——

Mr. FERGUSON. You suspected so, okay.

And you had said, and you have made clear today that you did
not want to sit idly by while this was going on?

Ms. HENZE. Right.

Mr. FERGUSON. It was obviously making you uncomfortable and
you have talked about kind of a culture of fear and intimidation.

I do not have any question. And it is clear from your testimony
today that you were trying to do the right thing, and I do not ques-
tion that at all. But looking back, do you ever wish that you had
gone directly to the outside auditors to talk about what was going
on within the company? I mean, you had—your superiors who you
believed or you suspected that they were committing fraudulent
acts and you obviously were involved in this or a victim of, in many
ways, this culture of fear, this culture of possible retaliation not
only against you, but as you said against your husband. Did you
ever think or consider going to the outside auditors to talk to them
about what was going on?

Ms. HENZE. I just used internal purposes.

Mr. FERGUSON. Okay. Why? Any idea why? Was it because of
this fear or——

Ms. HENZE. Can you repeat the question?

Mr. FERGUSON. Sure. We talked about your suspicions of fraudu-
lent activities that were being done or perpetrated by your superi-
ors, by the executives. I mean, we have 15 people who have plead
guilty to various sundry things, so I think some of your fears have
been substantiated or your suspicions have been confirmed. But my
question was about going to outside auditors, your outside auditors
Ernst & Young. You know, there were documents that were being
fraudulently constructed and used to perpetrate this fraud and to
mislead your outside auditors Ernst & Young. And my question
was did you ever, because of your suspicions of what your super-
visors were doing, did you ever think to go to or consider going di-
rectly to the outside auditors to tell them about your suspicions or
your concerns?

Ms. HENZE. First of all, I did not know there was the documenta-
tion thing that was going on.

Mr. FERGUSON. Okay.

Ms. HENZE. No, I—I personally felt that it should—I should go
through the channels that were made available to me, which was
our corporate compliance.

Mr. FERGUSON. So you never considered telling someone outside
the company, the external auditors?

Ms. HENZE. Yes, I had thought about it. But I chose not to.

Mr. FERGUSON. And why is that?

Ms. HENZE. Because I felt that it needed to be handled internally
first and then let compliance, which was my avenue to take this
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kind of suspicion to and let them handle it with the appropriate au-
thorities at that time.

Mr. FERGUSON. Okay. Thank you very much.

I just have a couple of questions for Ms. Sanders.

You were at HealthSouth from 1990 to 1999, is that right?

Ms. SANDERS. Correct.

1(\1/11":7 FERGUSON. Okay. And you were the director of internal
audit?

Ms. SANDERS. I started out as the internal auditor. Was pro-
moted to assistant VP and then to Vice President, and then Group
Vice President.

Mr. FERGUSON. Depending on the company, the role of internal
auditor varies, is that right?

Ms. SANDERS. Correct.

Mr. FERGUSON. And according to your testimony in Federal court
your job description differed from what many would consider a typ-
ical internal auditor, is that correct?

Ms. SANDERS. If you—if you were hiring an internal auditor to
be for an entire corporation, then yes my job description differed.

Mr. FERGUSON. Your role it seems based on your testimony in
the past, your role as internal auditor tended to be more focused
on the field operations?

Ms. SANDERS. Correct.
| M11:? FERGUSON. And not on auditing the books at the corporate

evel?

Ms. SANDERS. Correct.

Mr. FERGUSON. Is that correct?

Ms. SANDERS. Yes.

Mr. FERGUSON. All right. And you suspected fraud?

Ms. SANDERS. I didn’t suspect fraud. I had heard rumors about
it, but I never had anyone bring me information saying this is
what’s happening, let me show you what’s going on.

Mr. FERGUSON. But you requested access to the books, the cor-
porate books, is that right?

Ms. SANDERS. To the corporate books, yes. It was not because I
suspected fraud, no.

Mr. FERGUSON. But your request was denied, is that correct?

Ms. SANDERS. Correct.

Mr. FERGUSON. How did that make you feel? Was that common?
Did you—was that the response you expected?

Ms. SANDERS. Not necessarily that I expected, but I was told that
I was hired to audit the field locations and that is what Richard
wanted me to do. So I didn’t

Mr. FERGUSON. Based on the rumors that you had heard and
then being denied an opportunity to review the corporate books, did
you have any suspicions yourself of fraudulent activities? Did you
think there was any merit to these rumors of possible fraudulent
activity?

Ms. SANDERS. Since I did not have any documentation to prove
that it was going on, it was strictly a rumor and I could not nec-
essarily go running up to the executive level with saying oh, I am
hearing all these rumors that are going on. I needed something
more substantial to be able to start an investigation and to be able
to pursue it.
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Mr. FERGUSON. But you did not have an opportunity to get any-
thing more substantial because your superiors were denying you
that information?

Ms. SANDERS. Correct.

Mr. FERGUSON. So did that give you any suspicion, a hunch, any-
thing at all?

Ms. SANDERS. It did not give me the warm fuzzy, if you want to
put it that way.

Mr. FERGUSON. Okay. Did you ever share that with your external
auditors?

Ms. SANDERS. With the external auditors, no, I did not share that
I did not have access to that. They did understand, though, that
I only audited the field locations just because they saw what our
audits, the list of audits that we did and then the list of audits that
we were either planning to do over the next year or that we had
completed. Because they reviewed our work at the year end.

Mr. FERGUSON. Okay. Thank you.

My time is up. I just want to thank the witnesses for being here.
I want to thank you. I know you are—I really believe that you were
operating on good faith and appreciate your cooperation here this
morning. Appreciate it.

Mr. GREENWOOD. The Chair thanks the gentleman, and Mr. Rog-
ers is recognized for 10 minutes.

Mr. ROGERS. Thank you, Mr. Chairman.

I appreciate the opportunity to be here, and I appreciate the wit-
nesses here today. As a former FBI agent, I can tell you your work
and honest testimony is incredibly important to get to the bottom
of this particular set of pretty bad circumstances. And we thank
you for having the courage to do that.

I have just a few questions, Mr. Chairman.

Mr. Cullison, you were the head of Corporate Compliance, as I
understand it. Is that correct?

Ms. CuLLISON. I was the Compliance Director. I reported to the
Corporate Compliance officer.

Mr. ROGERS. Right. And how would you define your job respon-
sibilities?

Ms. CULLISON. I ran the day-to-day operations of the compliance
department, which included running our employee hotline, coordi-
nating training for our employees, day-to-day types of things.

Mr. ROGERS. And explain the employee hotline to me, if you
would?

Ms. CULLISON. Certainly. The employee hotline was a mechanism
that we put into place for employees to report any wrongdoing, any
questions that they had, concerns that they had about violations of
our internal policies or State or Federal regulations or laws. And
the hotline, it was just that. And when a case came in, we either
routed it to the appropriate department and if it was not a matter
for us to investigate or we handled the investigation within our de-
partment.

Mr. ROGERS. So it could be an equal opportunity complaint, it
could be an audit?

Ms. CuLLisON. Right. It ran the gambit. Everything from per-
sonnel issues, which really amounted to about 75 to 80 percent of
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our calls, any kind of financial issues. Really anything that an em-
ployee had a question about.

Mr. ROGERS. So you would take that information, and how would
you handle it? What would you do with that information that came
off of that employee hotline?

Ms. CuLLisON. We would log it into a computer system. We kept
track of the date the call was received, if we knew any information
about the general location, the facility or the state, we would keep
track of that information. We lodged the details of the call and any
kind of resolution that was done as well.

Mr. ROGERS. Now you know a person named Diana Henze, cor-
rect?

Ms. CULLISON. Yes.

Mr. ROGERS. She also worked with HealthSouth as well?

Ms. CuLLISON. Correct.

Mr. RoOGERS. That is correct. Is it true that Ms. Henze reported
to you that there was fraud at the company in relation to inflated
earnings?

Ms. CULLISON. She reported that she had some suspicions about
accounting transactions that she had seen.

Mr. ROGERS. And how did you dispose of that information?

Ms. CULLISON. When she came and talked to me, she gave me
tips on what types of queries to run on our accounting system,
what types of journal entries to look for. So I ran those queries and
was able to confirm the types of journal entries that she had con-
cerns about did exist.

From that point forward I did not have the authority or the
means to investigate it any further. I did not have access to the
supporting documentation for those journal entries, so I took it to
my supervisor, Tony Tanner, and he told me that he was concerned
about it and that he would look into it.

Mr. ROGERS. Did you tell anyone else in the company about this
report?

Ms. CULLISON. Not that I recall.

Mr. ROGERS. Were you ever told not to talk to your external au-
diting company?

Ms. CULLISON. No.

Mr. RoGERS. Okay. Did you ever have any feeling that that
might be something you should do?

Ms. CuLLISON. No. I felt like I had taken it through the proper
channels by taking it to my supervisor.

Mr. ROGERS. Did you ever hear through your supervisor or did
you ever directly talk to Mr. Scrushy that this report had been
made and that he had acknowledged the receipt of it either by your
supervisor; ever have that conversation anytime in your employ-
ment?

Ms. CuLLisON. Did I have knowledge that Mr. Scrushy was
aware of it?

Mr. ROGERS. Yes.

Ms. CuLLISON. No.

Mr. ROGERS. What did you your supervisor tell you he had done
with that information?
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Ms. CULLISON. He did not give me details of his investigation. He
merely told me that he had looked into it and that the allegations
were unsubstantiated.

Mr. ROGERS. Did you believe that to be true at the time?

Ms. CULLISON. I had no reason not to believe that.

Mr. ROGERS. Did you ever go to the audit committee of the board
of directors?

Ms. CULLISON. No, I did not have reporting authority to them.

Mr. ROGERS. Did you ever directly have communication with
Ernst & Young about either the complaint or the inconsistencies
that you saw, or your report to your supervisor?

Ms. CuLLISON. No.

Mr. ROGERS. None of those things happened?

Ms. CuLLISON. No.

Mr. ROGERS. Now, did you at anytime subsequently to this have
a conversation with Ms. Henze as to what happened with that in-
formation?

Ms. CULLISON. We had a follow up conversation or two after her
initial report to me. I do not remember the details of that. She con-
tinued to make it clear that that she stood by her complaint.

Mr. ROGERS. Did you give her any advice that she may want to
seek someone else’s advice at that particular time, by any chance?

Ms. CULLISON. I do not recall giving her that type of advice.

Mr. ROGERS. Okay. Do you have any idea what kind of direction
you may have offered her at that time?

Ms. CULLISON. I do not recall. I am sorry.

Mr. ROGERS. Did you see after that time any increase in the
number of calls to the hotline about audit irregularities?

Ms. CULLISON. No.

Mr. ROGERS. Nothing?

Ms. CULLISON. No.

Mr. ROGERS. Again, I appreciate your honesty in being here. And
I have to tell you how important it is that you are here so that we
make sure this does not happen in the future.

And, Mr. Chairman, I am going to yield back the balance of my
time.

Mr. GREENWOOD. The Chair thanks the gentleman, and would
make two notes. Oh, we will go to Mr. Stearns next.

We anticipate votes within the next 15 minutes, but we also in-
tend to do a second round of this panel.

The gentleman from Florida, Mr. Stearns, is recognized for 10
minutes.

Mr. STEARNS. Thank you, Mr. Chairman.

In the time I have I thought I would talk to Mr. Schlatter. He,
from what we have heard in the witnesses and the panel this
morning, Mr. Chairman, seems like he was a person with a con-
science, an individual that was asking questions and sort of like in
our past hearings here we have had people which we call whistle-
blower, but he might not be a strict sense a whistleblower, but he
was an individual that had conscience and was asking some ques-
tions. And I understand you are a physical therapist who used to
work in HealthSouth facility?

Mr. SCHLATTER. Yes, sir.
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Mr. STEARNS. From July 1995 through December 2001. And, as
I understand it from your opening statement, you started ques-
tioning some of the billing practice for group therapy.

Now, under Medicare reimbursement, if you are reimbursed for
group therapy, that is less than for one-on-one, is that correct?

Mr. SCHLATTER. Way less, yes.

Mr. STEARNS. Way less.

And you attempt a corporate policy on this issue. And what was
the reaction to your corporate policy?

Mr. SCHLATTER. I never received one. My initial email was to a
gentleman who was involved with the HCAP system, and he re-
sponded that there was a policy. But over the next——

Mr. STEARNS. So you asked him? Can I see the——

Mr. SCHLATTER. Yes. Yes.

Mr. STEARNS. Okay.

Mr. SCHLATTER. Yes. However, over the next 2 months this policy
was never able to be produced.

Mr. STEARNS. And this policy was to include whether it is group
therapy for reimbursement versus one-on-one?

Mr. SCHLATTER. I understood that, yes, there was just no way for
us document in our HCAP system that we were doing group ther-
apy. And in essence, we were doing that. We just could not docu-
ment that we were doing that. We were continuing to bill as one-
on-one.

Mr. STEARNS. So you did a lot of group therapy?

Mr. SCHLATTER. Yes, sir.

Mr. STEARNS. And you were billing it, you were told to bill it as
one-on-one?

Mr. SCHLATTER. That is the only way we could.

Mr. STEARNS. Okay. And how long did this go on?

Mr. SCHLATTER. This—the Transmittal was actually dated 1996.
Our profession as a whole was unaware of this transmittal. I my-
self was made aware of it in April 2001 from a weekly publication
of the ELI Rehab Report. Upon receiving that report, I sought in-
formation in put from HealthSouth and I also called our American
Physical Therapy Association for their interpretation. And I spoke
with a personal friend, colleague, who had just recently gone
through an voluntary Medicare audit of his own private practice to
discuss these issues.

Mr. STEARNS. How many physical therapists like yourself do you
think approximately were working for HealthSouth doing the same
type of thing that you were doing; that is billing for individual
therapy when you were doing group therapy?

Mr. SCHLATTER. Hundreds.

Mr. STEARNS. Hundreds? And so this went from 1996 to the year
2001?

Mr. SCHLATTER. Correct.

Mr. STEARNS. So we compound what you were very disturbed
about by hundreds of employees, two or three hundred maybe,
maybe a thousand? Do you think we are talking about——

Mr. SCHLATTER. Oh, thousands, yes.

Mr. STEARNS. Thousands. So let us move from the word “hun-
dreds” to thousands of employees doing physical therapy and
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they’re doing it in group and they are billing it as one-on-one be-
cause there is no corporate policy, is that correct?

Mr. SCHLATTER. There was no way in our billing system to bill
for group therapy.

Mr. STEARNS. Okay. So there must be at some point, based upon
you emailing and asking for corporate policy and reading in the lit-
erature that it was wrong and knowing innately that this is wrong,
this must have troubled our conscience?

Mr. SCHLATTER. Very much. That is why I was persistent in try-
ing to get some resolution.

Mr. STEARNS. And did you ever get a resolution to your concern?

Mr. SCHLATTER. No, sir.

Mr. STEARNS. Okay. So in the roughly 6 years you were there
you never got any support from above saying look, we will give you
a corporate policy on this?

Mr. SCHLATTER. We—I did not actually start asking about the
policy until I was made aware of it in April 2001.

Mr. STEARNS. 20017

Mr. SCHLATTER. Yes.

Mr. STEARNS. Okay. Did you ever go to anybody else, for example
to the Corporate Compliance Department?

Mr. SCHLATTER. No, I did not.

Mr. STEARNS. Okay. Did you never know there was a Corporate
Compliance Department?

Mr. SCHLATTER. I was aware of it. I had a supervisor quite can-
didly tell me that I did not want to go there, they would make my
life miserable.

Mr. STEARNS. So you got threatened? You got intimidated?

Mr. SCHLATTER. Yes.

Mr. STEARNS. And were you intimidated or intimidated maybe is
a lighter word than threatened, intimidated over the whole period
or was this just sporadically or was this consistent, or how would
you say that pressure was put on you? Over what period of time
and how often? Monthly, weekly, yearly?

Mr. SCHLATTER. No, I would not say intimidated. I mean

Mr. STEARNS. Harassed? Harassed not the right word either.

Mr. SCHLATTER. Pressured.

Mr. STEARNS. Pressured. Pressured. Yes. Okay.

So with this letter pressure you thought well, who am I? I am
a physical therapist. I am working in the chain of command here
and the people at HealthSouth said there is no corporate policy, be-
cause they have not answered my question and there is thousands
of my colleagues billing improperly. Is there a check off box that
you had to actually say whether it was group therapy or indi-
vidual?

Mr. SCHLATTER. No. No.

Mr. STEARNS. Okay. So you just submit the hours and the costs
to HealthSouth and they would submit it to Medicare?

Mr. SCHLATTER. No. We did all of our documentation, our clinical
procedures on a laptop, okay. And the—the program—it was pro-
grammed, okay. And it was programmed to base our billing based
on what we entered in that we had done. What procedures we had
done. What exercises we had done. We therapy modalities we had
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done. And our billing statement was just generated from what we
had entered.

Mr. STEARNS. Okay. So this would be then given to? To whom
was it given?

Mr. SCHLATTER. It went via computer to Birmingham.

Mr. STEARNS. To Birmingham. And in Birmingham just run
through my mind, what do you think happened there? I mean, did
they just take your hours and then submit to to Medicare as indi-
vidual therapy?

Mr. SCHLATTER. Yes.

Mr. STEARNS. And how did you know they were doing that?

Mr. SCHLATTER. Well, I mean, I knew it was being billed one-on-
one because the group therapy was not—again, it was not on the
billing statement.

Mr. STEARNS. Oh. So you only had one box?

Mr. SCHLATTER. Again, that was all taken right off the software
of the computer.

Mr. STEARNS. Okay. I see.

Mr. SCHLATTER. I did not, per se, check group, one-on-one.

Mr. STEARNS. Did HealthSouth develop that software?

Mr. SCHLATTER. Yes.

Mr. STEARNS. Okay. And it was not done by an outside source?

Mr. SCHLATTER. No.

Mr. STEARNS. So that did HealthSouth say we had no culpability
because we did not develop that software? It was done in house?

Mr. SCHLATTER. Right.

Mr. STEARNS. And did they update this on a regular basis? Did
you get any revisions to that software?

Mr. SCHLATTER. I had just started working with the HCAP sys-
tem a couple of months prior to my realization that this was a
problem. We—I mean, I think—I think the HCAP was just rolled
out in my facility in February 2001.

Mr. STEARNS. I got you.

Now, you said in your opening statement that you tried to make
internal adjustments at your clinic when you could not get resolu-
tion to this corporate issue of group therapy.

Mr. SCHLATTER. Yes.

Mr. STEARNS. Maybe just give us briefly what sort of adjust-
ments you are talking about?

Mr. SCHLATTER. I just simply altered the schedule books so that
we would never see two patients at one time. We would not double
book like we had done in the past. And, I mean, that pretty much
took care of it for my clinic. You know, I faced some ramifications
from decreased revenues, but——

Mr. STEARNS. Did you share your protocol that you developed at
your facility with other physical therapists?

Mr. SCHLATTER. Yes.

Mr. STEARNS. And what was the response of these other people?

Mr. SCHLATTER. Actually, I shared it with some of the manage-
ment people via conference call and I was told that I would face
the repercussions of decreased earnings.

Mr. STEARNS. So they reduce your salary?

Mr. ScHLATTER. No. No. That was not threatened.
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Mr. STEARNS. What was the threat when you say “decreased
earnings?” Is that universally or——

Mr. SCHLATTER. When I did not meet my budget. You know, the
budget was the thing, you know, that administrators had to be con-
cerned about.

Mr. STEARNS. But you talked about a group therapy reimburse-
ment versus individual.

Mr. SCHLATTER. My bottom would have been effected.

Mr. STEARNS. Bottom line. So what would that mean, what were
they saying to you if you did not meet your figures?

Mr. SCHLATTER. That I would just have to face the consequences.

Mr. STEARNS. And what were the consequences in your mind?
Were they going to fire you?

Mr. SCHLATTER. There were other circumstances involved, but
my facility was closed.

Mr. STEARNS. They would close your facility?

Mr. SCHLATTER. Yes, it was closed.

Mr. STEARNS. It was eventually closed?

Mr. SCHLATTER. Yes.

Mr. STEARNS. Okay.

Mr. ScHLATTER. And I should add, there were other cir-
cumstances involved.

Mr. STEARNS. You do not want to share those with us? Are they
too intimate? You do not have to, now. You have done a great job.

Mr. SCHLATTER. No, I will. The majority of my business was
based on workman’s compensation.

Mr. STEARNS. Okay.

Mr. SCHLATTER. We had two HealthSouth industrial medicine
clinics within my hometown. That was the majority of my referrals.
HealthSouth sold those facilities to U.S. Healthworks, who brought
their own therapists in and, thus, that took away my referral base
area.

Mr. STEARNS. Okay.

Mr. Chairman, I yield back the 1 second I have.

Mr. GREENWOOD. Sure you do not want to use that, Mr. Stearns?

Mr. STEARNS. No, thank you.

Mr. GREENWOOD. The Chair notes that, you know, we have just
begun a series of votes on the House floor. So that will consume
probably a half an hour by the time we get to them. So I am going
to recess until 1 o’clock so members will have an opportunity and
the witnesses and the audience, as well, have an opportunity to get
some lunch. And perhaps some of the staff members might inform
flhe witnesses where they can find lunch over the course of the

our.

So we will reconvene at 1 o’clock.

[Whereupon, at 11:58 a.m., the subcommittee recessed, to recon-
vene at 1:09 p.m., the same day.]

Mr. GREENWOOD. The committee will come to order.

We thank the patience of the witnesses. We hope that they found
a place to have a sandwich and are refreshed.

The Chair recognizes himself for 10 minutes for inquiry, and Mr.
Vines, I would like to begin with you.

Under questioning from Mr. Ferguson, he asked you a series a
questions about why you did not report what you were suspicious
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of to the company sooner. Do you believe that the hotline could
have been bugged and is that why you did not report what was
going wrong with the accounting?

Mr. VINES. I was afraid I would lose my job if I went to the Com-
pliance Department.

Mr. GREENWOOD. Okay. But I thought you may have told staff
that you were not sure that the hotline was monitored, that some-
how you would not have anonymity if you used the hotline? Is that
the case?

Mr. VINES. That is true. That is true.

Mr. GREENWOOD. Did you have any reason to believe that? Were
there rumors to that effect in the company?

Mr. VINES. Just rumors and just a feeling.

Mr. GREENWOOD. Okay. All right.

Let me to go to Ms. Cullison. Okay. I am sorry. I am not going
to Ms. Cullison. I am going to Ms. Sanders.

Okay. If you turn to Tab 67 in your notebook there, you will find
what’s popularly will be called the “Fleeced Shareholder Email.” Do
you recall being provided this document by Bill Horton or anyone
else at HealthSouth around November 19987 This was, apparently,
a memo or an email that was sent anonymously from someone who
had called himself or herself a fleeced shareholder. Went to a long
list of folks at Ernst & Young and at HCFA and at the SEC, and
it relayed concerns about the bookkeeping at HealthSouth. Have
you seen this in that timeframe?

Ms. SANDERS. I do not recall seeing this memo. I do recall having
a discussion with Bill Owens to generate a response to one of the
things in the memo.

Mr. GREENWOOD. And that was what timeframe? Back around
late 1998?

Ms. SANDERS. Yes.

Mr. GREENWOOD. So you were aware of this? Did he——

Ms. SANDERS. I do not recall him going into detail as to why I
needed to write the memo and the response.

Mr. GREENWOOD. Okay.

Ms. SANDERS. I do not remember seeing this.

Mr. GREENWOOD. Okay. Is it fair to say you probably would have
remembered a memo that said from a “fleeced shareholder”?

Ms. SANDERS. Yes. Yes. I believe I would.

Mr. GREENWOOD. Have you previously had a chance to review
the allegations contained in the memo?

Ms. SANDERS. Just a few moments ago I was glancing through
here, and then when I met with your staff, yes.

Mr. GREENWOOD. Okay. As chief internal auditor of the company
were these the kinds of allegations that you should have been
made aware of?

Ms. SANDERS. Anything to do with the field operations, yes, espe-
cially the comment made about how come the HealthSouth out-
patient clinics treat patients without recertification, both the rev-
enue and carry it after being denied payment. Yes, I should have
been made aware of that.

Mr. GREENWOOD. All right. So you would expect that if someone
in the company was aware that these allegations were being made,
the appropriate thing to do would have been to bring that to your
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attention so that you could have used your capacities and resources
to ascertain its veracity, is that fair to say?

Ms. SANDERS. Correct, yes.

Mr. GREENWOOD. Okay. Did Mr. Horton or Mr. Owens ever ad-
vise you that they were undertaking an internal investigation in
the allegations of accounting fraud at the company?

Ms. SANDERS. No, sir. They did not.

Mr. GREENWOOD. Okay. Would you turn to Tab 38 now, please?

Ms. SANDERS. Yes.

Mr. GREENWOOD. Okay. This is a memo that apparently you sent
to Bill Horton on December 9, 1998, having to do with outpatient
audits between 1996 and 1998. Is that right?

Ms. SANDERS. Correct.

Mr. GREENWOOD. Okay. Do you recall writing this memo?

Ms. SANDERS. Yes, I do.

Mr. GREENWOOD. Okay. And what was your understanding of the
request for this information?

Ms. SANDERS. That would have been, and in reading it, it says:
“Per your request below is the summary of the insurance
verification portion.” They were asking me are we doing—that
would deal with the recertification. Did we verify that there was
insurance on a patient before we treated them.

Mr. GREENWOOD. And what was the answer to that?

Ms. SANDERS. The answer was yes, we did go through that proc-
ess in our facility.

Mr. GREENWOOD. Okay. Let me turn to Mr. Smith, to whom I
think no questions have been addressed yet. I do not want you to
feel left out, Mr. Smith.

How long have you been with the internal audit department at
HealthSouth?

Mr. SMITH. Going on 9 years.

Mr. GREENWOOD. Okay. And how long have you been Vice Presi-
dent of Internal Audit?

Mr. SMITH. Since 1999.

Mr. GREENWOOD. Okay. And during the course of your tenure as
head of internal audit how often have you met with the audit com-
mittee of the board of directors?

Mr. SMITH. Say that again, please.

Mr. GREENWOOD. Okay. How long and during the course of your
tenure as head of internal audit, how often have you met with the
audit committee of the board of directors?

Mr. SmiTH. I have met with the audit committee twice on an in-
dividual basis, but I met with them at our board meetings as well.

Mr. GREENWOOD. Okay. So you mean when you attended the
board meetings?

Mr. SMITH. Yes.

Mr. GREENWOOD. Okay. So the other time other than at official
board meetings, the one time that you met with them, was that per
their request?

Mr. SMITH. Yes.

Mr. GREENWOOD. Okay. And so they only ever asked to meet
with you once in 9 years?

Mr. SMITH. Twice. Twice.

Mr. GREENWOOD. Twice in 9 years?



58

Mr. SMITH. Yes.

Mr. GREENWOOD. Okay. To whom have you been reporting?

Mr. SMITH. I have been reporting—currently or at that time?

Mr. GREENWOOD. Over the course of the 9 years.

Mr. SMITH. I was reporting to Teresa Sanders when she was at
HealthSouth.

Mr. GREENWOOD. Okay.

Mr. SMITH. And then when she left, then I took over the depart-
ment, I reported to Richard Scrushy.

Mr. GREENWOOD. Okay. Did you ever question the fact that as
head of internal audit you never met with the audit committee
other than once or twice?

Mr. SMITH. No, I just—you know, in an off-the-wall conversation,
I think I had asked Teresa at one time did she ever meet with
them. And she said she was having the same type problems.

Mr. GREENWOOD. Yes. Have you held similar capacity in other
companies prior to——

Mr. SMITH. No.

Mr. GREENWOOD. Okay. So did you have a sense of what—you
must have thought that something was amiss if you—that they
were not asking to meet with you if you brought it to Ms. Sanders’
attention and said have you—because you just said have you had
the same problem?

Mr. SmiTH. Well, yes. I asked were we supposed to meet with the
audit committee on an individual basis. And I asked her had she
been meeting with them as well.

Mr. GREENWOOD. Okay. And in the course of your tenure there,
I do not know if you belonged to associations or you had opportuni-
ties to interact with other individuals in other companies in your
position. Did you, in fact, did you have occasions in the course of
those 9 years to talk to other people from other companies who did
the kind of work that you did or held the kind of positions that you
did?

Mr. SMITH. Yes. By attending seminars.

Mr. GREENWOOD. You went to seminars?

Mr. SMITH. Yes.

Mr. GREENWOOD. Did you ever at any of those seminars say to
your colleagues, you know, it is kind of weird at HealthSouth the
audit committee has only ever asked to meet with me once or
twice, is that the way it is at your company? Or did you have semi-
nars where they said you should expect to meet with your auditors
X number of times a year? I mean, was there a standard that you
were aware of that would have seem to have been the right kind
of communications with the board?

Mr. SMITH. No. It was never addressed in any of our seminars
and I did not have any contact with——

Mr. GREENWOOD. So what made you think that it was a problem?

Mr. SmiTH. Well, I just felt like that I probably should be meet-
ing with the audit committee as well.

Mr. GREENWOOD. Why did you feel that?

Mr. SmiTH. If I had anything to share with them, you know, the
audit committee should know that.

Mr. GREENWOOD. And did you have things that you would have
liked to have shared with them?
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Mr. SMITH. No. It would have just been my report.

Mr. GREENWOOD. Okay. But you thought that you should on a
routine basis share your reports with the auditing committee of the
board of directors?

Mr. SMITH. That’s correct.

Mr. GREENWOOD. Okay. Let me go back to Mr. Vines in the time
that I have.

If you would turn to Tab 46, please, in your notebook. Okay. And
could you identify that document for us?

Mr. VINES. That is an email that I sent to HealthSouth’s auditor.

Mr. GREENWOOD. Which was whom?

Mr. VINES. Ernst & Young.

Mr. GREENWOOD. And when did you send that?

Mr. VINES. In June or July 2002.

Mr. GREENWOOD. Okay. So you sent that to Ernst & Young in
2002. Were you with the company at that point?

Mr. VINES. No. I left in May 2002.

Mr. GREENWOOD. In when?

Mr. VINES. In May.

Mr. GREENWOOD. So this is about a month after you left?

Mr. VINES. Yes.

Mr. GREENWOOD. You decided to send an email to Ernst &
Young. And give us the gist of what that email says?

Mr. VINES. Basically that HealthSouth was moving expenses out
of the expense accounts to capital accounts.

Mr. GREENWOOD. Okay. And why did you do that?

Mr. VINES. Because the expenses that were being moved weren’t
legitimate expenses that should be capitalized.

Mr. GREENWOOD. Yes, but you were not with the company any-
more, so what do you care?

Mr. VINES. Just I thought the problem should be addressed. It
should have been reported to the auditor.

Mr. GREENWOOD. So I do not want to put words in your mouth,
but you had said earlier that you were afraid that if you blew the
whistle on this, that you might get fired. Now that you left the
company, you felt there was nothing to lose, so you let——

Mr. VINES. Correct.

Mr. GREENWOOD. Okay. And did Ernst & Young ever respond to
your memo?

Mr. VINES. Not to me, they did not, not.

Mr. GREENWOOD. And you gave them an email address so that
they could respond?

Mr. VINES. Yes.

Mr. GREENWOOD. But they did not? You never heard a word from
them again?

Mr. VINES. No.

Mr. GREENWOOD. Did you try to contact them anymore after
that?

Mr. VINES. No.

Mr. GREENWOOD. It just went into a black hole, and that was the
end of it? You never heard of them?

Mr. VINES. Yes.

Mr. GREENWOOD. Okay. My time has expired. The gentlelady
from Colorado is recognized for 10 minutes.
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Ms. DEGETTE. Thank you, Mr. Chairman.

Mr. Smith, you succeeded Ms. Sanders in your position, correct?

Mr. SmITH. Correct.

Ms. DEGETTE. Thank you.

And how many facilities does HealthSouth have now, right now?

Mr. SmITH. I do not have the exact figures, because they’ve closed
some. But I would say around, maybe, 1700 roughly.

Ms. DEGETTE. And so that would be around the same as when
Ms. Sanders left, maybe more?

Mr. SMITH. Yes, could be.

Ms. DEGETTE. Okay. How many auditors do you have right now?

Mr. SMITH. Currently I have including myself, there’s 5.

Ms. DEGETTE. So you have gone down from 10 when she was
there to now 5, correct?

Mr. SmITH. Correct.

Ms. DEGETTE. And in August 2002 that is when the budget cuts
came through, right?

Mr. SmITH. That is correct.

Ms. DEGETTE. Did you tell the audit committee of the board
about the fact that all of these 1700, or however many facilities,
that you were now being cut back to 5 auditors?

Mr. SMmITH. I did and——

Ms. DEGETTE. And what was the response?

Mr. SMITH. I mean, they listened to me. They did not really com-
ment on it. They just thanked me for sharing that with them, and
if I had any——

Ms. DEGETTE. When was that?

Mr. SmITH. That was in August 2002.

Ms. DEGETTE. So over a year ago, right?

Mr. SMITH. Yes.

Ms. DEGETTE. Have you gotten any more auditors since then?

Mr. SMITH. I have not. I am in the process of hiring more now.

Ms. DEGETTE. So you are going to be all the way up to 67

Mr. SMITH. Six, correct.

Ms. DEGETTE. Do you think that’s enough to really conduct full
audits of all these facilities?

Mr. SMITH. No, I do not.

Ms. DEGETTE. How many do you think you should have on staff?

Mr. SMITH. You know, I would have to study numbers and do
some planning to see. But, I mean, I am not—I could not answer
that right now.

Ms. DEGETTE. Okay. But certainly more than 6?

Mr. SMITH. Oh, yes.

Ms. DEGETTE. Probably a lot more than 10?

Mr. SMITH. Yes.

Ms. DEGETTE. Do you currently have access to the corporate
books?

Mr. SMITH. No, I do not.

Ms. DEGETTE. So you are in the same position that Ms. Sanders
was in, correct?

Mr. SMITH. That is correct.

Ms. DEGETTE. And who are you reporting to right now?

Mr. SMITH. I am reporting to Bob May.
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Ms. DEGETTE. Okay. And do you think you need to have all that
access knowing what you know now to all the corporate books to
be able to conduct internal audits?

Mr. SMITH. I think it would be helpful to have access to that in-
formation.

Ms. DEGETTE. So do I. So what do you intend to do about that?

Mr. SMITH. I would like to meet with the board and specifically
the audit committee to address that issue with them.

Ms. DEGETTE. Okay. Have you met with the board to talk about
these audit issues since all this has transpired?

Mr. SMITH. I have not.

Ms. DEGETTE. Have they requested to meet with you?

Mr. SMITH. They have not.

Ms. DEGETTE. Ms. Sanders, I wanted to ask you there was a pe-
riod in 1997 you said you did not have access to the corporate ledg-
ers, but you had access to the facility ledgers, correct?

Ms. SANDERS. Correct.

Ms. DEGETTE. But at some point in 1997 your access to those
ledgers was cutoff, too, was it not?

Ms. SANDERS. Correct. It was the computer access to it. I still
had access to the hard copies.

Ms. DEGETTE. And why was that?

Ms. SANDERS. I do not know why. I just know that when we went
in to access that information I was told by our ITG department
that Mike Martin, who was the CFO, had turned that access of.

Ms. DEGETTE. Did you talk to Mike Martin about that?

Ms. SANDERS. I attempted to talk to him, yes.

Ms. DEGETTE. And what happened?

Ms. SANDERS. He told me that I did not need that access to do
my job. We got into a short confrontation about that, and then I
1%ft, and left the meeting with we could go to Mr. Scrushy with
this.

Ms. DEGETTE. And why did you feel it was important for you to
get computer access versus just access to the hard copy?

Ms. SANDERS. Well, with close to 2,000 facilities it made it a lit-
tle bit easier to do planning if you could do it through computer
than having to go actually pull a hard copy.

Ms. DEGETTE. It is hard to do that to the hard copy, is it not?

Ms. SANDERS. Correct. Yes. There are times

Ms. DEGETTE. A job I once actually did it recently, and it is hard.

Did you ever get your computer access back?

Ms. SANDERS. Yes, I did.

Ms. DEGETTE. How long were you without that access?

Ms. SANDERS. I was probably without it for about 2 or 3 months.
I know that I finally went and talked to Tony Tanner about it and
he said that he would help me with talking to Mike about it. And
we did get that access turned on.

Ms. DEGETTE. And Mike never gave you or Tony an explanation
as to why that access was revoked?

Ms. SANDERS. I do not know if he gave it to Tony or not. I know
he did not give it to me.

Ms. DEGETTE. Did you ever tell Mr. Scrushy about that, about
the denial of the access?

Ms. SANDERS. No, I did not. No. No.
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Ms. DEGETTE. Mr. Cullison, I wanted to ask you some questions.
You set up the Compliance Department at HealthSouth, did you
not?

Ms. CULLISON. Yes.

Ms. DEGETTE. Had you ever done that before?

Ms. CULLISON. No.

Ms. DEGETTE. Okay. And who asked you to do that?

Ms. CuLLisON. I was approached by Teresa Sanders, who was my
supervisor in the internal audit department. And she told me that
they were looking at developing this program and asked if I would
be interested.

Ms. DEGETTE. Okay. And the company hired Strategic Manage-
ment Systems to assist you in developing compliance policy and
procedures, is that right?

Ms. CuLLIsON. Correct.

Ms. DEGETTE. And that company is headed by Richard
Kusserow, a former Inspector General of the Department of HHS,
as far as I know, is that right?

Ms. CULLISON. Correct.

Ms. DEGETTE. Now, if you will look at Tab 98 in the notebook
there. He sent a letter to you on December 3, 1997 and do you rec-
ognize that?

Ms. CULLISON. Yes.

Ms. DEGETTE. Did you receive that?

Ms. CULLISON. Yes.

Ms. DEGETTE. Now in that letter it says that there are occasions
that would arise when the legal counsel needed to direct the issue
resolution process and that HealthSouth needed a policy on when
to do that. Is that correct?

Ms. CuLLISON. Correct.

h}/{s‘.? DEGETTE. And Mr. Kusserow provided that kind of protocol,
right?

Ms. CULLISON. Yes.

Ms. DEGETTE. What it said is when there are allegations of
criminal law violations the legal counsel should be notified imme-
diately and that the legal counsel should conduct the investigation,
evaluate the facts and evidence and to determine whether a crimi-
nal violation may have occurred and determine how to handle the
issue. Is that right?

Ms. CULLISON. Correct.

Ms. DEGETTE. And do you know did the compliance office adopt
those protocols?

Ms. CULLISON. I remember that we went through the process of
reviewing the draft policies that SMS presented to us. I do not, on
the other hand, remember which ones wee adopted. I do not recall
which ones were adopted.

Ms. DEGETTE. Who was in charge of adopting the protocols?

Ms. CuLLisON. Ultimately it would have been the compliance of-
ficer, Tony Tanner.

Ms. DEGETTE. And is it your belief that the protocol between the
compliance office and legal counsel was adopted, that specific one?

Ms. CULLISON. I do not recall if that specific one was adopted or
not.

Ms. DEGETTE. Did you ever utilize those procedures?
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Ms. CULLISON. The procedures that were adopted we had in our
office and we had access to
Ms. DEGETTE. But you do not remember which ones they were?
Ms. CULLISON. I do not recall which ones specifically were, yes.
Ms. DEGETTE. But did you ever refer anything to legal counsel?

Ms. CULLISON. I did on an informal basis, yes.

Ms. DEGETTE. Okay. And that would be, I suppose, contemplated
by the protocol on the compliance office?

Ms. CULLISON. Right.

Ms. DEGETTE. Now, Ms. Henze alleged fraud, which is a criminal
violation. Did you alert the legal counsel?

Ms. CuLLisoN. I did not alert them at that time.

Ms. DEGETTE. Okay. Did you suggest to Mr. Tanner that he call
in legal counsel about these allegations?

Ms. CULLISON. I do not recall doing that.

Ms. DEGETTE. Okay. And why not?

Ms. CULLISON. Probably at the time I felt that that would have
been a call better made by him.

Ms. DEGETTE. So you thought that he would do it?

Ms. CULLISON. Right.

Ms. DEGETTE. Now, Ms. Henze suggested that you do some com-
puter queries to see if what she said was accurate. Did you do
those queries?

Ms. CULLISON. Yes.

Ms. DEGETTE. And what did you find?

Ms. CULLISON. I found after running those queries, I found some
large dollar amount journal entries that were consistent with what
she had brought to me.

Ms. DEGETTE. And did you give those, the results of those que-
ries to Mr. Tanner?

Ms. CULLISON. Yes.

Ms. DEGETTE. What happened then?

Ms. CULLISON. At that point, that was when he informed me that
he was going to look into it.

Ms. DEGETTE. And did you ever follow up with him to see what
he had done?

Ms. CuLLISON. I did not get the details of his investigation. The
only response I received or the only response that I was given was
that the matter had been looked into.

Ms. DEGETTE. So you never knew anything more than that?

Ms. CULLISON. No.

Ms. DEGETTE. Was this the standard way that you operated?
Was this unusual?

Ms. CuLLISON. This was an unusual type of case. Generally he
would not have been involved in an investigation. But due to the
high level of management that was involved in the allegations, it
was not unusual that it would have gone to him.

Ms. DEGETTE. And also the credibility of Ms. Henze, which I
think you have said was impacted?

Ms. CuLLisoN. Exactly. Right.

Ms. DEGETTE. Now, so how many times do you think you took
situations like this to Mr. Tanner?

After consulting with counsel, your answer?
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Ms. CULLISON. Right. We only had the one allegation of fraud,
of a fraud nature from Diana, and that was the only one that went
to Mr. Tanner. The only one that we received.

Ms. DEGETTE. Were there any other issues that you thought
were big enough to take to Mr. Tanner?

Ms. CULLISON. For example, I remember a sexual harassment
situation that went to Mr. Tanner because of the high level of man-
agement that it involved as well.

Ms. DEGETTE. So it was very unusual?

Ms. CULLISON. Right.

Ms. DEGETTE. Yes. And the sexual harassment situation, Mr.
Tanner also found that the allegations were unsubstantiated, is
that not correct? That was his initial finding?

Ms. CULLISON. I think through the course of his investigation
that case was put to rest as well.

Ms. DEGETTE. Now, do you know if the board of directors was
ever made aware of this high level complaint against the senior of-
ficials of the company?

Ms. CULLISON. I do not know that they were made aware of it.

Ms. DEGETTE. And what happened to the records in this case?

Ms. CuLLIisON. We had a policy within the compliance depart-
ment that once a case had been closed, it would remain in our sys-
tem for 90 days and then it would be purged from our system. And
the only thing that would remain as a record of that case was gen-
eral information like the date of the call, whether—you know, what
type of call it was but not specific information.

Ms. DEGETTE. And so do you know if those records still exist
anymore?

Ms. CULLISON. Yes, they do.

Ms. DEGETTE. I do not have anymore questions, Mr. Chairman.

I just—I want to add my thanks to all the witnesses for coming
forward. But I also want to add I have been here for all of these
corporate responsibility hearings. And I think that if there is any
one thing that the testimony today and the testimony we have been
hearing for a couple of years should teach is is that when employ-
ees of a company see something wrong, they really need to find a
way to take it to places other than their immediate supervisors,
who are often the ones that are guilty of the wrongdoing.

And I was thinking about this over the lunch break. In so many
of these cases what we have had is a very charismatic powerful
leader of a company. Enron, Qwest, ImClone. And the employees,
even if they see wrongdoing are afraid to take it outside the normal
channels. So I think probably all of you have learned a good lesson,
and I know we certainly have. And I would hope that throughout
corporate America employees would be sitting there saying today,
you know, if I am seeing some wrongdoing, I have some kind of
duty to bring this up and not just to the people who are committing
the wrongdoing.

So, those are just my thoughts.

And, again, I want to thank everybody here. Because I know ev-
erybody here has tried to work the best that they could within the
system. And I do appreciate your testimony.

Mr. GREENWOOD. The Chair thanks the gentlelady.
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The gentleman from Oregon, Mr. Walden is recognized for 10
minutes.

Mr. WALDEN. Thank you, Mr. Chairman.

Ms. Sanders, I have a question for you and it relates to the au-
dits by Ernst & Young. Do you think it was appropriate to classify
the Pristine Audits as audit related services?

Ms. SANDERS. As audit related services?

Mr. WALDEN. Yes.

Ms. SANDERS. Like financial audit related services?

Mr. WALDEN. Right.

Ms. SANDERS. No, I do not.

Mr. WALDEN. And yet it was done that way, right?

Ms. SANDERS. To my knowledge, that is what I have heard.

Mr. WALDEN. Yes. It does not seem right to me. It is sort of a
white glove test to see whether the trash is—what all did they do?
Trash taken out, rooms clean?

Ms. SANDERS. Right. The reception is friendly.

Mr. WALDEN. I mean, that’s a function.

Ms. SANDERS. Right. Business license posted. I mean, it was very
generic. Things that someone could walk in the door and be able
to do and check yes or no on.
| Mé"‘.? WALDEN. Why would they have classified them as audit re-
ated?

Ms. SANDERS. I do not know. That was my——

Mr. WALDEN. Does anyone on the panel know that? The answer
to that?

Does anyone on the panel know if the board meetings were
taped, given the hidden cameras and microphones and the fact, I
understand Mr. Scrushy even had a tape recorder going in his pick-
up, I understand? His folks here were handing out copies of those
tapes gratuitously out here in the lobby earlier. Do you know if the
board—we do not have minutes from the board meetings. They
could not keep track of that, but they could, you know, wire his
pick-up. Do you know, were any of these board meetings taped?

Ms. SANDERS. No.

Mr. WALDEN. All right. Mr. Cohen, can you refer to Tab 27,
please sir, in the document binder? This was taken from the tran-
script of HealthSouth’s conference call to discuss third quarter re-
sults. You will see beginning on line 4 Mr. Scrushy states: “I would
like to begin by saying the third quarter was a challenging quarter
for the company. The introduction of Transmittal 1753 certainly
had an impact on the company.”

In your opinion was the estimated impact of Transmittal 1753
going to have an immediate revenue impact on the company, and
if not, why? And I know we have touched on this earlier, but I
would like to go back to it?

Mr. COHEN. Based on what we found while we were there, there
had not appeared to be any guidance given to the field as to how
to code. We did find one memo that had gone out telling everybody
to begin using group codes.

Mr. WALDEN. Right.

Mr. COHEN. However, when we talked to people in the field, peo-
ple fairly well admitted they disregarded that memo. Because they
thought it was inappropriate advice.
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On about September 13 CMS did hold an open forum where they
discussed more about the different scenarios and how the coding
could take place. And after that we would have expected to see
some impact. And, indeed, when we did look at the end of Sep-
tember, we saw some impact. But, as I said before

Mr. WALDEN. But as of that conference call?

Mr. CoHEN. We did not study earlier in the third quarter. Based
on our conversations we would not have expected to see a signifi-
cant amount of change in the way coding was done and certainly
through that period of time we found a dominus amount of impact
in how people coded commercial, and that was mainly out of the
hospital division.

Mr. WALDEN. And the commercial was the biggest part of the
book of business, was it not?

Mr. CoHEN. Yes, and that was—it was also the toughest part to
figure out what would happen long term as to how they would re-
spond to a change in Medicare.

Mr. WALDEN. Okay. How much was FTI paid to perform the
analysis of the impact of Transmittal 1753 on HealthSouth’s rev-
enue, and for that amount of money did HealthSouth board of di-
rectors receive a final product with the analysis FTI had per-
formed?

Mr. COHEN. We received, I believe, around $1.4 million.

Mr. WALDEN. All right.

Mr. COHEN. To prepare to the analysis.

Mr. WALDEN. Did the board ever see a final product?

Mr. COHEN. They never saw a final product. They never saw—
they were never given a report from us because we told the coun-
sel, we were working for counsel, a report went to Fulbright.

Mr. WALDEN. Right.

Mr. CoHEN. I do not know if they then subsequently shared the
draft that we gave Fulbright with the board.

Mr. WALDEN. Right.

Mr. COHEN. But we did indicate to Fulbright as well as we indi-
cated to the company that unless we resolve—until we were able
to resolve the discrepancies we saw, we were not going to take that
report to final.

Mr. WALDEN. And those discrepancies required additional infor-
mation which you sought?

Mr. COHEN. Yes.

Mr. WALDEN. And you sought that from Mr. Scrushy?

Mr. COHEN. No. We sought—I sent—we worked entirely through
Bill Owens while we were there in terms of coordinating data.

Mr. WALDEN. And who did he report to?

Mr. COHEN. Mr. Scrushy.

Mr. WALDEN. Thank you.

Mr. COHEN. And we sent a—I sent a note to him, an email on
November 6.

Mr. WALDEN. Right.

Mr. CoHEN. Listing out the discrepancies and then also request-
ing of him certain information and indicated the information that
we needed in order to complete that.

Mr. WALDEN. And Mr. Owens never got back to you?
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Mr. CoHEN. He never got back. Counsel was also notified of the
information that there was a discrepancy and we needed further
information.

Mr. WALDEN. Okay. And did the counsel ever pursue it that you
are aware of?

Mr. COHEN. There were two groups of counsel that we were deal-
ing with at the time. We were engaged by Fulbright & Jaworski.
I do not know what Fulbright & Jaworski did with that informa-
tion. I am not aware of what conversations they may have had.

M(I)‘ WALDEN. How much would it have cost you to finish the re-
port?

Mr. CoHEN. The second counsel that we talked to was Lanny
Davis with Patton Boggs. He had asked us for a memo detailing
remaining cost to finish the report.

Mr. WALDEN. Right.

Mr. COHEN. That he said he wanted to discuss with Mr. Scrushy.

The whole report including reporting to the board, etcetera, was
somewhere around $100,000 to just do the work that we needed to
confirm that number——

Mr. WALDEN. About 116, I think.

Mr. CoHEN. Right. Somewhere in that neighborhood. Just to do
the work that we need to confirm the numbers in the report was
probably somewhere in the 40,000 or 50,000 range.

Mr. WALDEN. So you could have completed your report for that
amount, is that correct?

Mr. COHEN. Yes.

M)r. WALDEN. And they had already spent a million dollars on
you?

Mr. COHEN. A million four.

Mr. WALDEN. A million four? And for another, no more than
40,000 confirm another 116 altogether including the 40 you could
have wrapped it up?

Mr. CoHEN. That is correct.

Mr. WALDEN. Do you think that asking for this additional infor-
mation it may have caused some—to suggest it might be not in
their benefit to have you finish that report?

Mr. COHEN. At the time, since it was an insider—insider trading
investigation, we figured they were going to want that report fin-
ished.

Mr. WALDEN. But who asked for the report to begin with through
the law firm?

Mr. CoHEN. Well, the law firm at the behest of—they were en-
gaged by the board.

Mr. WALDEN. By the board or Mr. Scrushy?

Mr. COHEN. I believe they were engaged by the board. I might
be incorrect, but I believe it is by the board.

Mr. WALDEN. Okay.

Mr. COHEN. And the law firm engaged us then to do one compo-
nent of their overall assessment, and that was to test the validity
of the $175 million assertion.

Mr. WALDEN. And so you go through all this process, the board—
let me understand this. The board asks the law firm to do this
study and you never end up finishing the study and the board
never sees it?
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Mr. COHEN. I do not know if the board ever saw the draft or not,
but I never did complete the study.

Mr. WALDEN. Who was Lanny Davis retained by?

Mr. CoHEN. I do not know. At some point we had conversations
with Lanny. Lanny had indicated that he retained by the company.
And I am telling you what I recollect, and that is I had heard he
was retained as a crises manager. Do not ask me what that is.

Mr. WALDEN. So they thought they might have a crises on their
hands. What a concept.

Mr. Smith, I want to go to you because you’re still there, right?

Mr. SMITH. Yes.

Mr. WALDEN. The auditing officer. And the auditing committee
at the board doesn’t talk to you?

Mr. SmiTH. I talk directly—I talk weekly with Mr. May, CEO of
the company. But I have not talked with the audit committee.

Mr. WALDEN. That’s phenomenal.

Mr. SMmITH. They get reports from me on audits, but I have not
had a one-on-one——

Mr. WALDEN. They do not call you in, you do not sit down, you
do not make your report to them independent——

Mr. SMITH. No.

Mr. WALDEN. [continuing] of the CEO?

Mr. SMITH. I have not met them, no.

Mr. WALDEN. They did not do that the last time either, right,
under Mr. Scrushy? Did they meet independently with their own
auditors?

Ms. SANDERS. No, sir, they did not.

Mr. WALDEN. What kind of board is this? This is outrageous.

Ms. Sanders, going back to the amount of money charged by
Ernst & Young, Tab 44, are you surprised the amount charged for
the Pristine Audit was so much higher than the amount charged
for the annual audit?

Ms. SANDERS. After seeing this document, yes sir, I am. I've not
seen——

Mr. WALDEN. I'll let you get to Tab 44. You'll see in the year
2000 the annual audit cost $939,400 plus the quarterly reviews of
87, so a million 27,000 let us say in 2000; a million 165,000 in 2001
for the audit. And then for the Pristine Audits it is a million and
a quarter for 2000 and a million 330,000. So they basically were
spending more to check the trash cans than to check the books?

Ms. SANDERS. That—that would appear so, yes, sir. I was not
there, though, during these years.

Mr. WALDEN. You were not there during these years?

Ms. SANDERS. I had—mno, sir. I had left in 1999.

Mr. WALDEN. On, that is right. I'm sorry. So you do not know
who prepared these figures?

Ms. SANDERS. No, sir. I do not.

Mr. WALDEN. All right. Let us see, let us go back to Mr. Cohen.

Would you please refer to Tab 35 in our binder? Attached to this
email is a document entitled “Fee Estimate for Remaining Tasks”.
On the line total remaining fees and expenses you have 116,756.
So that was the estimate we were just talking about.

Mr. CoHEN. That is correct.
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Mr. WALDEN. Okay. Was there some push back from
HealthSouth on the additional cost involved?

Mr. CoHEN. They had pushed back on the overall bill. On the ad-
ditional cost, we never got—we never got any response.

Mr. WALDEN. Did they pay the million dollar bill? The million
and a half?

Mr. COHEN. Yes, they did. Yes.

Mr. WALDEN. So they had already invested $1.4 million to find
out if there was some problem internally, but they did not want to
see the final result? Well, they did not want to pay you to finish
your work?

Mr. CoHEN. They certainly for whatever reason did not provide
us the information we needed to complete a final report.

Mr. WALDEN. Have you subsequent to that ever seen the infor-
mation?

Mr. COHEN. No.

Mr. WALDEN. Okay. All right. Did anyone at HealthSouth, either
employee or board member, request to see FTT’s analyses before it
was completed?

Mr. CoHEN. The only contact we had with the board was a very
early meeting where we met with, I believe it was Bob May just
virlanted to know what we were doing. Never had any contact after
that.

We anticipated we would be—when we completed it, we would be
making a presentation to the board. But since we never completed
the report that never happened.

As a normal course we had planned on going down to
Birmingham——

Mr. WALDEN. Right.

Mr. COHEN. [continuing] to meet with Bill Owens and the re-
maining senior staff that we had worked with to go through the re-
port with them and make sure there were not any glaring
mistakes

Mr. WALDEN. Sure.

Mr. COHEN. [continuing] or things that we had missed. That
never occurred because they did not respond to us to the November
16——

Mr. WALDEN. For the additional information?

Mr. COHEN. [continuing] for the additional information.

Mr. WALDEN. And that is pretty standard procedure, is it not?
You do other audits for other companies?

Mr. COHEN. Sure.

Mr. WALDEN. Is that correct? And is it not normal that an audit
committee you meet with them?

Mr. CoHEN. You talking about the audit committee now?

Mr. WALDEN. Yes. I mean, I know there are several

Mr. COHEN. Not related to this.

Mr. WALDEN. No, no, no. But just in general in the kinds of au-
dits you do?

Mr. COHEN. Well, I am not an auditor, but I am certainly aware
of that, yes. Typically, we would be meeting with the audit com-
mittee.

Mr. WALDEN. Would that not be a standard corporate practice?

Mr. CoHEN. Oh, yes.
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Mr. WALDEN. In a well run company?

Mr. CoHEN. Certainly.

Mr. WALDEN. The audit committee would have some independ-
ence from its management and you would report to that audit com-
mittee sometimes with management not there?

Mr. COHEN. Absolutely.

Mr. WALDEN. Especially if you saw a problem?

Mr. CoHEN. It certainly has evolved over the years. I mean, if
you went back 10 years, what you are hearing today was probably
fairly normal course. But it has evolved over time to where it is
pretty much an independent practice where whoever is in charge
gf inctlernal audit will report directly to the audit committee of the

oard.

Mr. WALDEN. Ms. Sanders, is that not what you do now? Report
independently?

Ms. SANDERS. I report—or reported when I worked with Eastern
Health System, yes. I reported directly to the CEO and also di-
rectly to the audit committee.

Mr. WALDEN. And you could meet with either separately and not
fear for your job?

Ms. SANDERS. Correct. I met on a quarterly basis alone with the
audit committee, yes.

Mr. WALDEN. But at HealthSouth you did not have that oppor-
tunity?

Ms. SANDERS. No, sir, I did not.

Mr. WALDEN. And at the other health company, I am sorry,
Eastern——

Ms. SANDERS. Eastern Health System.

Mr. WALDEN. Eastern Health. Did you have access to the cor-
porate books as well as anything else you wanted to look at?

Ms. SANDERS. Yes, sir, I did.

Mr. WALDEN. But at HealthSouth you did not?

Ms. SANDERS. I did not, no.

Mr. WALDEN. So, I mean, maybe I am—well, it just strikes me
that there were firewalls put up to make sure that the people doing
the audits could never see everything they needed to see to get a
clear picture of whether or not these books were being manipu-
lated. Is that an accurate picture from those of you were there who
are not there now?

Ms. SANDERS. We were hired to audit the field, and that is what
we audited. And, so that is—I mean

Mr. WALDEN. Okay. I understand. Thank you very much.

Mr. GREENWOOD. The time of the gentleman has expired.

The gentleman from Michigan, Mr. Rogers is recognized for 10
minutes for inquiry.

Mr. ROGERS. Thank you, Mr. Chairman.

Ms. Sanders, I am just trying to understand this a little better.
Just for my own edification. When you were hired in 1990 were you
hired for internal audit functions or operational audit functions?

Ms. SANDERS. I was hired as the internal auditor, but it was very
well defined by Mr. Scrushy that I was hired to audit the field and
it was the financial audit of the field, the financial information that
they would be submitting to the corporate office to post to their
general ledgers which would generate the financial statement.
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Mr. ROGERS. So you were more in the facilities? You were not for
the corporate finances, if you will?

Ms. SANDERS. Correct. Yes.

Mr. RoGERS. Okay. And it is my understanding there is no law
or was not a law at the time that set any parameters for what an
internal auditors could or should or would do according to the spe-
cifics of the law, is that correct?

Ms. SANDERS. Correct.

Mr. ROGERS. Okay. So they could define by law any type of sys-
tem that they wanted to do, including one where you were excluded
from the finances of the corporation and only did operational audit-
ing, is that correct?

Ms. SANDERS. Correct, yes.

Mr. ROGERS. You testified earlier that rumors were circulating as
to fraud that raised some concern for you. Now you did not see any-
thing within your audit purview in the facilities that indicated to
you that there would be fraud, is that correct?

Ms. SANDERS. That is correct.

Mr. ROGERS. But you heard a rumor that there may be some
fraudulent activity?

Ms. SANDERS. I heard that they—they heard the rumor that they
were playing with the numbers.

Mr. ROGERS. Can I ask, how did you hear that rumor? I mean,
how would you come about that kind of information?

Ms. SANDERS. I heard it once from a controller at one of the hos-
pital. She did not elaborate on how they were playing with the
numbers or exactly what she was talking about. It was a just com-
ment that was made.

And then I also heard it from a senior person at the corporate
office.

Mr. ROGERS. And I am at a point in your testimony here from
the asset freeze hearing. And the question was posed “So you have
got rumors circulating of some notions about fraud going on. You
are the in-house auditor of the company and you did nothing about
it?” End of question.

Answer: “You could look at it that way, yes sir.” So what you
were saying then is that you did not feel that there was anywhere
that you could go to talk about that information, is that correct?

Ms. SANDERS. I did not really have any documented information
to take to be able to investigate and see if the rumors were valid.

Mr. ROGERS. So you had no direct knowledge?

Ms. SANDERS. Correct.

Mr. ROGERS. Okay. And you also said that you heard even appar-
ently these Pristine Audits, but you had no direct knowledge of the
operation of Pristine Audits, did you?

Ms. SANDERS. No. I had—I had the direct knowledge of the Pris-
tine Audits. I did not have direct knowledge of where they were
classifying the expenses on the financial statements. That was not
part of my function. It was always intended to be a quality stand-
ards program; that was what the original proposal was.

Mr. ROGERS. Now, was the scope of your responsibility known
both to the senior officers and those below you in the different
functions of the compliance department and other places? They
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knew that your function was separate from the financial auditors,
or did they?

Ms. SANDERS. I do not know that they really knew that there
was a separation between the two of us. I do know that they knew
that I was responsible for doing the field audits, yes.

Mr. ROGERS. At anytime did you talk to the external auditors
about your concerns about these rumors that you were hearing?

Ms. SANDERS. No, I did not. And the main reason that I did not
is there was not anything to substantiate that the rumor was even
valid, and I would not have felt comfortable going either up the
chain to senior level management to the external auditors without
something to back up the rumors. I have heard these rumors, I
have got documentation to prove it exists.

Mr. ROGERS. To some degree you were a victim as well by the
numbers that you were getting in your operational audits as well?

Ms. SANDERS. Correct. Yes.

Mr. ROGERS. Okay. So, and I would assume you are a consum-
mate professional and you take your job very seriously. Obviously,
you have had the courage to testify today. It can happen in these
companies, can it not? If there is that much fraud and that much
conspiracy, that widespread and throughout a corporation culture,
these internal audit operations can be fooled as well, cannot they?

Ms. SANDERS. Yes, they can. They teach us that in our initial au-
diting courses and any of our certified fraud training, and any of
that. If there is collusion in a company, there is not anything that
you can do to detect that.

Mr. ROGERS. This is just more of a gee wiz question for me. The
SEC has just come out to require listed companies to have an inter-
nal audit function. And prior to that the language is “an effective
internal control.” Big difference there, do you not think, in your
role as a professional?

Ms. SANDERS. Yes.

Mr. ROGERS. And do you think it would help in the future for
these companies, make it a little bit more difficult for professionals
like you if you can be fooled to have an internal audit function as
opposed to an open ended effective internal control? Do you think
that would be effective?

Ms. SANDERS. Yes, it would.

Mr. ROGERS. I mean, that is something that we will be looking
at as a result of these hearings.

And I hope you all understand, I am just understanding it myself
to make sure that any action that we take here, make sure that
we go after the bad guys, the folks who are causing these problems.

And I just, again for the record, there is no time that you went
to either internal operations or external operations to say hey there
is a—we have a fraud problem here? And mainly because you did
not know, accordingly to your testimony?

Ms. SANDERS. I did not know. No, sir. The only—only comments
that I made were to Mr. Scrushy during my exit conference that
there were—I was having issues with Mike Martin, that he had
turned off my access. We had gotten that turned back on. And he
asked me why I felt like Mike had done that. And we got into a
discussion about Mike and the CFO. So
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Mr. ROGERS. Okay. In your history as an auditor in other places,
was it unusual that you would do this operational audit only or is
that something that a company that might

Ms. SANDERS. It is not unusual.

Mr. ROGERS. Not unusual?

Ms. SANDERS. No.

Mr. ROGERS. I am going to open it up to the panel. I am still try-
ing to understand the culture of fear that we have heard from
many of the employees, or at least from testimony that we have
gleaned from the past. And I am wondering if anybody can tell me
other than something that we have talked about earlier today, that
might help me understand completely this culture of fear that
would even when you got to the point where you really understood
that this—you were participating, quite frankly, in a fraudulent act
that maybe this is not my place or my time to relay that informa-
tion to either a superior or an external operation either through
the hotline compliance, Ernst & Young or others. And I am going
to open end that question to anybody.

Ms. DEGETTE. Will the gentleman yield?

Mr. ROGERS. Yes.

Ms. DEGETTE. I would assume you are not trying to get any of
the panel members to admit to participating in a fraudulent act?

Mr. ROGERS. No, absolutely not.

Ms. DEGETTE. That makes me be nervous when you say that.

Mr. ROGERS. No. I mean, other than some of these folks were, ob-
viously, participating in acts and why they are cooperating wit-
nesses at this point because they had firsthand knowledge of those
activities. And, obviously, something in them said, hey, I am going
to do my best. But what was that culture? I am more the culture
of fear than your activity. I am not really interested in you telling
me what you did other than what was that fear factor that said I
am not going to take the extra step to go? That was—I am just cu-
rious. I want to understand the culture of fear in this company that
got to us to where we are today. It existed.

Nobody wants to step up to that one?

Thank you, Mr. Chairman. I have no further questions.

Mr. GREENWOOD. The Chair thanks the gentleman.

Before I excuse this panel, just two more questions.

Ms. Henze, you are the assistant controller of HealthSouth today.
Do you see a difference between the company, the way the com-
pany was run when Mr. Scrushy was there versus the way it is op-
erating now under new management?

Ms. HENZE. Yes, sir.

Mr. GREENWOOD. Could you describe that difference?

Ms. HENZE. Just the general atmosphere is a lot more relaxed.
It seems to be a lot more open door. Mr. Bob May is the acting
CEO and, you know, I have—there is many occasion. I have seen
him in the cafeteria, walked up to him, gone to his office just said
“hey, something that never occurred.”

I mean, the little things. Like there was a private entrance that
only Mr. Scrushy could come into the company campus. As soon the
new leadership came, they opened it up to everybody so all employ-
ees could use any entrance that was available.
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They allowed us now to go out on the back deck. Just a nice little
deck where you can stand by the waterfall. We were not really—
we were—I do not know if hinder is the right word, but discour-
aged from going out there and standing. We are allowed to go out
there now.

There is picnic tables.

I mean, it is just a lot nicer atmosphere and

Mr. GREENWOOD. And how about the financial?

Ms. HENZE. Oh, I am sorry.

Mr. GREENWOOD. That is quite all right. That is all very inter-
esting. But how about the financial position of the company? Do
you feel confident that it is going to be able to survive this?

Ms. HENZE. Yes, I do.

Mr. GREENWOOD. Okay.

You all have long been involved with this company, and you all,
I think, were here when Mr. Scrushy was here. My guess is you
have all seen the “60 Minutes” tape in which Mr. Scrushy says that
he is perfectly innocent, he did not know about any of these she-
nanigans, did not know that the books were being falsified. He had
the terrible bad luck to hire 5 corrupt CFOs in a row and 10 other
company executives who hide all of this behind his innocent back.

Do any one of you based on Mr. Scrushy’s management style as
you have known it, does anyone of you believe him? Okay.

Thank you for coming. And thank you for your time and for you
openness, and for your willingness to try to do the right thing.

You are excused.

Okay. We now call forward our third and final panel of witnesses
consisting of: Mr. William Horton, Former Executive Vice President
and Corporate Counsel of HealthSouth Corporation; Mr. Brandon
Hale, Former Executive Vice President of Administration, Cor-
porate Security and Compliance Officer from HealthSouth Corpora-
tion; Mr. James Goodreau, Former Chief of Security, HealthSouth
Corporation, and; Mr. Anthony Tanner, Founder and Former Cor-
porate Secretary and Compliance Officer at HealthSouth Corpora-
tion.

Gentleman, we welcome you.

Okay. Again, we welcome you. I think you have observed from
the other panels that it is the practice of this subcommittee to take
testimony under oath. Do any of you object to giving your testi-
mony under oath this afternoon? Okay.

Seeing no such objection, I need to let you know that pursuant
to the rules of this Committee and the House, you are entitled to
be represented by counsel. Do any of you wish to be represented
by counsel today?

Mr. Horton? You need to pull your microphone over and turn the
button on. Try now. There you go.

Mr. HORTON. Thank you, Mr. Chairman.

My counsel William Baker and Tamara Smith are behind me.

Mr. GREENWOOD. Okay. Would you gentlemen raise your hands.
Thank you.

Mr. Hale?

Mr. HALE. Mr. Chairman, my attorney is David Burn and Paige
Jackson are behind me.

Mr. GREENWOOD. Okay. Welcome.
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Mr. Goodreau?

Mr. GOODREAU. Mr. Chairman, my attorney Fred Sinclair is be-
hind me, sir.

Mr. GREENWOOD. Very well, sir.

Mr. Tanner?

Mr. TANNER. Mr. Chairman, my attorney Jack Sharman is be-
hind me.

Mr. GREENWOOD. Okay. Mr. Tanner, I need to ask you, do you
have any difficulty rising to

Mr. TANNER. It would be easier——

Mr. GREENWOOD. All right. I am going to ask Mr. Horton, Mr.
Hale, Mr. Goodreau to stand and Mr. Tanner to just raise your
right hand as they do.

[Witnesses sworn. ]

Mr. GREENWOOD. Okay. You are under oath.

And, Mr. Horton, do you have an opening statement?

TESTIMONY OF WILLIAM HORTON, FORMER EXECUTIVE VICE
PRESIDENT AND CORPORATE COUNSEL, HEALTHSOUTH
CORPORATION; BRANDON HALE, FORMER EXECUTIVE VICE
PRESIDENT OF ADMINISTRATION, CORPORATE SECURITY
AND COMPLIANCE OFFICER, HEALTHSOUTH CORPORATION;
JAMES GOODREAU, FORMER CHIEF OF SECURITY,
HEALTHSOUTH CORPORATION; AND ANTHONY TANNER,
FOUNDER AND FORMER CORPORATE SECRETARY AND COM-
PLIANCE OFFICER, HEALTHSOUTH CORPORATION

Mr. HORTON. Mr. Chairman, I am Bill Horton from Birmingham,
Alabama. I was formerly Executive Vice President and Corporate
Counsel of HealthSouth. Pleased to be here today and try to an-
swer any questions the subcommittee may have.

Mr. GREENWOOD. Mr. Hale, do you have an opening statement?

TESTIMONY OF BRANDON HALE

Mr. HALE. Mr. Chairman, I do not have an opening statement
prepared. I am the former Executive Vice President of Administra-
tion, and I am here to answer questions today.

Mr. GREENWOOD. Yes, sir.

Mr. Goodreau?

TESTIMONY OF JIM GOODREAU

Mr. GOODREAU. Mr. Chairman, I am Jim Goodreau, and I was
the former Chief of Security for HealthSouth. And I am here to an-
swer any questions you have to ask.

Mr. GREENWOOD. Okay.

And Mr. Tanner?

TESTIMONY OF ANTHONY TANNER

Mr. TANNER. Mr. Chairman, I am a founder and a retired Execu-
tive Vice President of the company, and I have no formal state-
ment.

Mr. GREENWOOD. Okay. The Chair recognizes himself for 10 min-
utes for inquiry. And let me start with Mr. Hale.

Mr. Hale, as Corporate Secretary were you responsible for keep-
ing the minutes at board meetings?
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Mr. HALE. That is right.

Mr. GREENWOOD. Okay. And once a board meeting was over,
what was your process for organizing the minutes?

Mr. HALE. The minutes would be prepared. I would take my
notes for the minutes, handwrite a draft of those minutes. Send
those to Mr. Horton’s office. Those would be typed and prepared by
his assistant. Would come back to me. I would review and send
back to Mr. Horton for his review. And then they would be sent—
signed by me and sent to Mr. Scrushy for his approval and distrib-
uted to the board.

Mr. GREENWOOD. Before I asked this next question, one of the
panel members asked if the board meetings were videotaped or
audiotaped. To your knowledge, were they, Mr. Hale?

Mr. HALE. To my knowledge, no.

Mr. GREENWOOD. Okay. Mr. Tanner, do you know if the board
meetings were video or audiotaped?

Mr. TANNER. Not to my knowledge, sir.

Mr. GREENWOOD. Okay. Anyone else have any knowledge with
regard to that? Okay.

Back to you, Mr. Hale. Was Mr. Scrushy given the opportunity
to review the minutes before they were provided to board mem-
bers?

Mr. HALE. He was given the opportunity to review the minutes,
yes.

Mr. GREENWOOD. Before they were given to the board members?

Mr. HALE. Before they were given

Mr. GREENWOOD. And why was that?

Mr. HALE. For his signature before they went to the board.

Mr. GREENWOOD. Did Mr. Scrushy ever make alternations to the
minutes before you provided them to board members?

I do not think your button is on.

Mr. HALE. It was very rare that he would make any changes or
suggestions to the minutes. I remember a couple of occasions, but
that is all.

Mr. GREENWOOD. Do you remember the substance of those
changes?

Just leave it on.

Mr. HALE. Okay. Sorry. That is a lot easier. Thank you.

Mr. GREENWOOD. Yes.

Mr. HALE. It was in the August—I think the August 30 meeting
of 2000 he added a little clarity with regard to the Transmittal
1753 statement or the addressing the timeframe of that. I think
the comments, I would need to refer to it to be certain, but added
in there comments that he was advised by Mr. Owens of Trans-
mittal 1753 on August 6 and referenced the potential impact ini-
tially estimated at $15 to $20 million. It is not exact words, but
something to that effect.

Mr. GREENWOOD. Did you find it inappropriate that Mr. Scrushy
could edit the minutes at will?

Mr. HALE. He could not edit at will. I mean, that was something
that was stated in the meeting, and I agreed to it. I mean, if it was
not done in the meeting, I would not agree to adding it. No, sir.
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Mr. GREENWOOD. Okay. So it is your testimony that Mr. Scrushy
never added anything to the minutes that, in fact, did not reflect
what happened at the board meeting?

Mr. HALE. Not the minutes that I prepared, no.

Mr. GREENWOOD. Nor did he delete anything from minutes that
in fact did occur, words that were spoken?

Mr. HALE. Not to my knowledge.

Mr. GREENWOOD. Okay. Were you present at the executive ses-
sions?

Mr. HALE. I was—occasionally I would be asked to stay in the
executive session. Normally I would not be.

Mr. GREENWOOD. Okay. And were there separate minutes for the
executive sessions?

Mr. HALE. Any—any notations in the minutes from executive
sessions would have been given to me from Mr. Scrushy to add to
the minutes.

Mr. GREENWOOD. And how would you know if they were, in fact,
accurate?

Mr. HALE. Well, they would be distributed to the board.

Mr. GREENWOOD. But is it not true that frequently there were
minutes that the board never saw and never reviewed? Never ap-
proved?

Mr. HALE. The minutes were distributed to the board.

Mr. GREENWOOD. In every instance?

Mr. HALE. The ones I did were distributed, yes.

Mr. GREENWOOD. Okay.

Mr. HALE. Now there were some toward the final period that I
was taking minutes that were in various stages of drafts and pro-
duction. And those certainly might be in question.

Mr. GREENWOOD. Okay. Would you turn to Tabs 9 and 10 in the
binder on the table? And turn to pages 2, which carries over to
page 3 on Tab 9.

Did you prepare these minutes?

Mr. HALE. Yes, sir. I did.

Mr. GREENWOOD. Okay. I would like to read a few lines that
begin at the bottom of page 2 and carry over to page 3. “Mr. Owens
stated that he had believed the Transmittal—” I believe that refers
to the CMF transmittal about the 1753—“might apply to the cor-
poration’s outpatient services and freestanding outpatient centers.
He informed Mr. Scrushy on August 6 that it might apply to such
services in freestanding outpatient centers and the impact could be
$15 to $20 million.” Behind these typed minutes are your hand-
written minutes, and that is in Tab 10. Do you see those?

Mr. HALE. Yes, sir.

Mr. GREENWOOD. Okay. And I note that there are two versions
of the handwritten notes. It looks like an earlier version and then
a more formalized version. Looking at both versions of your hand-
written notes of the meeting on which you base these minutes, I
presume there was no mention of this $15 to $20 million figure?
Is that correct?

Mr. HALE. Sir, I remember that figure being mentioned in the
minui(:ies. It is not in my notes. But it was a figure that was dis-
cussed.

Mr. GREENWOOD. Okay. So it is not in your draft notes?
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Mr. HALE. Correct.

Mr. GREENWOOD. Not in the draft minutes?

Mr. HALE. That’s correct.

Mr. GREENWOOD. But then it appears in the final minutes?

Mr. HALE. That’s correct.

M;‘ GREENWOOD. And that was as a result of Mr. Scrushy’s addi-
tion?

Mr. HALE. That is correct.

Mr. GREENWOOD. Okay. Did Mr. Scrushy ask you to put the fig-
ure into the minutes?

Mr. HALE. Yes. The figure was in his addition to the minutes.

Mr. GREENWOOD. Okay. So he said to—he reviewed your draft
minutes and then he asked you to add this language about the $15
to $20 million impact?

Mr. HALE. That is correct.

Mr. GREENWOOD. And you said I would do that, and you went
back and altered the minutes? Is that correct.

Mr. HALE. The minutes were still in the stage of being put to-
gether, and I made that adjustment because that—I did recall that
being statement in the meeting. Yes.

Mr. GREENWOOD. Because what?

Mr. HALE. I did recall that being stated——

Mr. GREENWOOD. You did not?

Mr. HALE. You did recall that being stated.

Mr. GREENWOOD. Oh, you did recall? So you have an independent
recollection of Mr. Owens stating during this meeting that he told
%V[r.?Scrushy on August 6 that the impact could be $15 to $20 mil-
ion?

Mr. HALE. That is correct.

Mr. GREENWOOD. Okay. Would you turn to Tab X. I am sorry. Go
back to Tab 10. Okay.

Tab 10 you will find the August 8 board meeting minutes.

%/Ir. HALE. Tab 10 shows August 26 in my book. It is a different
tab.

Mr. GREENWOOD. All right. So stay on Tab 10 and go to pages
entitled “HHEC293-0469”.

Mr. HALE. Okay.

Mr. GREENWOOD. And do you see about three quarters of the way
down your notes “Get with WTO and RMS to see what needs to be
added to board minutes.”

Mr. HALE. Yes.

M)r. GREENWOOD. Okay. Could you tell us what that means to
you?

Mr. HALE. That was after I left, and you see above that you see
that all including me left the board. So that was to go with them
to find out if anything needed to be added to the minutes.

Mr. GREENWOOD. So it was your decision to do that or was it Mr.
Scrushy’s decision to do that?

Mr. HALE. I asked if there was anything else in executive session
that needed to be incorporated into the minutes.

Mr. GREENWOOD. Okay. Go to Tab 52, please.

Mr. HALE. Could I add one other thing? If you will see my note
below that where it states continue—discussion continued and then
motion approved with no votes against the motion. That is what I
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was advised that actually what occurred after they went into exec-
utive session.

Mr. GREENWOOD. And you were advised that by whom?

Mr. HALE. By Mr. Scrushy.

Mr. GREENWOOD. Mr. Scrushy told you that that was what hap-
pened at the executive meeting and so you should put that in the
minutes?

Mr. HALE. That should be included in the minutes. Yes, that is
correct.

Mr. GREENWOOD. Okay. Is that in your view consistent the way
a secretary should conduct himself to just take the word of the
CEO that something happened at a meeting that you did not at-
tend and drop it into the notes?

Mr. HALE. If it is noted in executive session that I was not in,
I thought that was appropriate. Yes, sir.

Mr. GREENWOOD. Okay. Did you ever have any question in your
mind as to whether you should just assume that anything that Mr.
Scrushy told you happened in the executive meeting actually hap-
pened in the executive meeting?

Mr. HALE. I did not question it at that time.

Mr. GREENWOOD. You did not question that?

Mr. HALE. I certainly would not have.

Mr. GREENWOOD. All right. Let us go to Tab 52. And do you see
that memorandum?

Mr. HALE. Yes, I do.

Mr. GREENWOOD. Okay. Why do you not tell us what this memo
indicates?

Mr. HALE. This is a memo——

Mr. GREENWOOD. This is a memo that you sent, right?

Mr. HALE. Yes. This is a memo, dated March 3, 2003 to Joe Gor-
don. It says “Enclosed please find board minutes for January 31,
2003, February 6, 2003, February 7, 2003, February 21, 2003.
Please review and we will discuss and finalize at the board meeting
in Orlando.

Mr. GREENWOOD. Okay. So what you did is you sent him the
board minutes for 5 separate meetings and you asked him to re-
view them and then have discussion with you and finalize at the
board meeting in Orlando, is that right?

Mr. HALE. That is correct.

Mr. GREENWOOD. Now, is that common practice for you to send
the minutes off to—describe what Mr. Gordon’s role was?

Mr. HALE. Mr. Gordon was a director. This memo went to all the
directors. This is just a copy of the one that went to Mr. Gordon.

Mr. GREENWOOD. Okay. And why did you feel that it was appro-
priate to ask Mr. Gordon specifically to review those minutes and
decide whether they need to be altered or not?

Mr. HALE. Sir, these minutes went to all directors. This same
memo went to each director. This is just a copy of the memo that
went to Mr. Gordon.

Mr. GREENWOOD. So what was the normal procedure by which
the board would approve minutes?

Mr. HALE. The normal procedure for approval when I was sec-
retary would be the minutes would be distributed to the board
members and they would sign their—the statement, the waiver on
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the back, and that was acknowledgement that they received. Never
was it practice during—from December 1999 while I was the sec-
retary to approve the minutes prior to the start of the next board
meeting. That was not a practice.

Mr. GREENWOOD. So most meetings have an early on in their
agenda approved the minutes from the last meeting. That was not
the standard practice at HealthSouth?

Mr. HALE. That was not the standard practice. No, sir.

Mr. GREENWOOD. Okay. We have been informed by board mem-
bers from HealthSouth that there are still outstanding minutes
from board meetings that have still never been approved. Is that
s0?

Mr. HALE. The—in March 2003 I ceased to take minutes for
board meetings. The attorneys from Skadden Arps took over that
responsibility. There were some minutes in stages of drafts and re-
view with Mr. Horton that were never finalized.

Mr. GREENWOOD. But I am talking about minutes that were
taken at board meetings when you were still in your role as sec-
retary and we are told by board members that there were minutes
from meetings that they have never approved that you took?

Mr. HALE. Yes, sir that is what I said. There were minutes that
were in stages of either my draft form or review of Mr. Horton that
were not finalized prior to that time and still have not been ad-
dressed.

Mr. GREENWOOD. And what is the normal turn around time for
you? There is a board meeting, you take the minutes, you draft—
you do a draft of the minutes. How long does it take to get that
through the process and approved?

Mr. HALE. That process should not take that long, but that proc-
ess was taken away from my hands in March 2003.

Mr. GREENWOOD. But were there periods of time when before
that, before the date to which you just referred, that minutes went
5 months without being approved?

Mr. HALE. That sounds long. We were not quick in getting them
back, I will admit that. But I do not know of any that would be
missing.

Mr. GREENWOOD. Did you ever hear from the board members
complaining that they were unhappy with the fact that minutes
had not been provided to them for approval?

Mr. HALE. Not until after August 2002.

Mr. GREENWOOD. Okay. My time has expired. The gentlelady
from Colorado is recognized for 10 minutes.

Ms. DEGETTE. Well, Mr. Hale, before August 2002 how long was
it taking you to get the minutes out to the board members?

Mr. HALE. I do not recall exactly.

Ms. DEGETTE. At sometimes it was up to almost a year, was it
not?

Mr. HALE. I do not think so, no.

Ms. DEGETTE. And when you got the draft minutes out to the
board members, like the example here in Tab 52, did you ever get
comments back from executive committee members about things
that were in the minutes that you were not there and——

Mr. HALE. I do not recall any comments.
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Ms. DEGETTE. So you never had anyone say no that was not
right or something else happened, right?

Mr. HALE. Not in the time period prior to that. And the examples
that I remember after August 2003 there was one comment from
Mr. May on clarification of some events in a meeting that were ad-
dressed.

Ms. DEGETTE. When was that?

Mr. HALE. That was in probably October 2002.

Ms. DEGETTE. And what was Mr. May talking about?

Mr. HALE. I do not recall specifically. I know there some confu-
sion in—there was a meeting on October 22 with Fulbright & Ja-
worski that I was not in that some Fulbright attorneys were taking
the minutes for that meeting. I do not think those have ever been
completed or seen. I was not in that meeting. It was strictly execu-
tive session. And there was some confusion over what was pre-
sented at the meeting prior to that by Fulbright in that meeting.

Ms. DEGETTE. And the subject of that was the auditing, the fi-
nancial reporting?

Mr. HALE. The Fulbright report and investigation.

Ms. DEGETTE. The report. Okay. Thank you.

Mr. Horton, I wanted to ask you some questions. If you can take
a look at Tab 98. That’s the compliance policies and procedures
that I was talking to Ms. Cullison about in the last panel. And I
wanted to ask you if you have ever seen these compliance policies
before?

Mr. HORTON. I do not recall seeing them before, ma’am.

Ms. DEGETTE. Now, were you familiar with the protocols of the
Compliance Department for investigating allegations of fraud?

Mr. HORTON. I am not sure—I am not sure what you mean by
the protocols.

Ms. DEGETTE. Well, did they have a protocol if there was an alle-
gation of fraud.

Mr. HORTON. They had, I think, procedures that they followed.
I am not sure if by protocols you mean a written set of protocols.

Ms. DEGETTE. Okay. Well, what were their procedures?

Mr. HORTON. My understanding was, I think essentially as Ms.
Cullison said on the previous panel, if they got a call in on the hot-
line or any other sort of inquiry, they would sort of assess the na-
ture of the problem whether it was in fact a compliance problem
or human resources problem, or something else. Route it down the
appropriate path.

Ms. DEGETTE. Okay. Now, as legal counsel was it your under-
standing that you should be contacted immediately if there were al-
legations of criminal activity?

Mr. HORTON. I would have expected that we would have been. 1
do not know that there was a formal policy to that effect. But the
Compliance Department would not infrequently contact someone in
my department, you know, if in view of the Compliance Depart-
ment they had an issue come in that

Ms. DEGETTE. Let me ask you, was your department—was the
legal counsel’s office ever contacted by the Compliance Department
to notify you of an allegation of criminal activity?

Mr. HorTON. I do not recall any allegations of criminal activity.

Ms. DEGETTE. So, but you were never notified of that.
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Now, fraud is potential criminal conduct, is it not?

Mr. HOrTON. Certainly certain kinds of fraud. Yes, ma’am.

Ms. DEGETTE. Yes. In fact, you know, as it turns out 15 people
have plead guilty to criminal fraud in this resulting from this com-
pany, right?

Mr. HORTON. There are 15 people who have plead guilty. Yes,
ma’am.

Ms. DEGETTE. And that was to a crime, right?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. Okay. Now, in 1999 as we heard on the last panel,
Ms. Henze made a compliant to the Compliance Department that
there was fraud going on at the highest levels of HealthSouth. She
said, and she had some credible evidence to back it up as we heard,
that the financial chiefs at HealthSouth were making improper en-
tries to the books at the end of each quarter to increase earnings.
This is a pretty serious allegation of criminal activity at a publicly
held company, is it not?

Mr. HORTON. Yes, ma’am. It is.

Ms. DEGETTE. And Ms. Cullison testified that she gave the com-
plaint to Mr. Tanner, the Compliance Officer, to investigate. Mr.
Tanner has no experience in criminal investigations and under
HealthSouth’s protocol I would assume that he would be required
to bring that type of allegation to you. Would you assume that as
well?

Mr. HORTON. I am not aware of the protocol that she describes
some of.

Ms. DEGETTE. Well, would you think that Mr.—that if an em-
ployee came in and said there are serious fraud going on here and
I have the evidence to back it up, would you suspect someone
might have called you?

Mr. HORTON. That would certainly be a reasonable thing to do.
Yes, ma’am.

Ms. DEGETTE. I would think so. Did he bring it to you? Did he
call you and tell you about it?

Mr. HORTON. No, ma’am. Not that I recall.

Ms. DEGETTE. Until Ms. Henze testified in the SEC asset hear-
ing earlier this year, had you ever heard of this allegation?

Mr. HORTON. No, ma’am. I had not.

Ms. DEGETTE. Did you hear about these rumors that some of the
witnesses on the second panel talked about that someone was cook-
ing the books at HealthSouth? Did anyone ever bring that to your
attention?

Mr. HORTON. I do not recall any particular rumors that were
brought to my attention. No, ma’am.

Ms. DEGETTE. Okay. What would you have done if you heard
about those rumors as the legal counsel for the company?

Mr. HoRTON. Certainly if—you know, if they were rumors that
appeared to have any substance or, you know, provided any infor-
mation that would enable them to—enable someone to pursue
them, you know, I would have wanted to find out what was behind
them.

Ms. DEGETTE. What would have happened if someone would
have brought Ms. Henze’s complaint to you?
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Mr. HORTON. Specifically, I had not thought out a plan of action.
But certainly that would be something we would want to follow up
on and try to get to the bottom of.

Ms. DEGETTE. Because it is a serious allegation, right?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. Now if you will take a look at Tab 67. This is the
Fleeced Shareholder fax that we were talking about in the last
panel. That did come to your attention, as I recall?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. Is that correct? And you were asked to look into
it, right?

Mr. HorToN. That is correct.

Ms. DEGETTE. And you had internal audit Mr. Owens write
memos which provided plausible rebuttals, as you described them
to our staff, to these allegations. Is that right?

Mr. HORTON. Yes, ma’am. I asked Mr. Owens to look into it and
receive the memos that I think the staff is saying, and I believe
you are saying, from Mr. Owens and from Ms. Sanders that tended
to rebut the allegations.

Ms. DEGETTE. Did you ever bring this to the attention of the
board or the audit committee?

Mr. HORTON. No, ma’am.

Ms. DEGETTE. Why not?

Mr. HoOrRTON. The information that Mr. Owens and Ms. Sanders
provided appeared to me to be credible and to be responsive to the
concerns of—you know, I was not aware of any reason to take it
further than it was taken at the time.

Ms. DEGETTE. What about Mr. Scrushy? Was he aware of it? Did
you tell him about it?

Mr. HORTON. I believe—I am going back in my memory. I believe
he was aware of this communication and—that—and Mr. Owens
and Ms. Sanders were to be looking at the data. But I did not make
a specific report to him.

Ms. DEGETTE. How do you know that he knew about it then?

Mr. HORTON. I am going—and I apologize, because my memory
may not be exact on this. But I have—I have some recollection of
his having been involved at least some of the original discussion
when this came to our attention.

Ms. DEGETTE. About the——

Mr. HORTON. When the original memo came up.

Ms. DEGETTE. About the allegations that are made in this email?

Mr. HORTON. Yes, ma’am. Again, that—that is the best of my
recollection now. I could not guarantee that he was involved, but
I think he was.

Ms. DEGETTE. Do you know if Ernst & Young was ever provided
a copy of the memos, the plausible rebuttals?

Mr. HORTON. I am not sure.

Ms. DEGETTE. Now, do you go to the board meetings as legal
counsel?

Mr. HORTON. Only when I have been invited to.

Ms. DEGETTE. How often are you invited?

Mr. HORTON. There is really no particular pattern to it. It would
depend on, you know, what was under discussion and whether Mr.
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Scrushy, who is chairman and CEO of the board up until March,
you know, wanted me there for some reason.

Ms. DEGETTE. And would that be for some specific report or
something of that nature?

Mr. HORTON. Occasionally during—I mean during the period I
would say 1994 through 1998 or 1999 when the company was in
a heavy acquisition mode, I would normally be at the board meet-
ings where acquisitions were being approved. Occasionally there
would be some other topic that Mr. Scrushy would want me to re-
port on, whether it was a piece of litigation or something. It just
really depended on the circumstances.

Ms. DEGETTE. So there was no requirement, as with many cor-
porate boards, that legal counsel be present at—that corporate
legal counsel be present at the board meetings, right?

Mr. HorToN. That is correct.

Ms. DEGETTE. And is that true to this day, do you know?

Mr. HORTON. I am not sure that there is any policy requirement
as a practical matter in the meetings of the board and the special
committee of the board of directors that have occurred since the
end of March, there have invariably, as far as I know

Ms. DEGETTE. They have had lawyers there all the time lately.

Mr. HORTON. There are a lot of lawyers.

Ms. DEGETTE. Lots of lawyers. Yes. I noticed that.

Thanks.

Mr. WALDEN [presiding]. Thank you. Mr. Horton, I just want to
go back to explain about the Fleeced Shareholder fax so that I un-
derstand it. Ernst & Young received this, right?

Mr. HORTON. Yes, sir. That is my understanding.

Mr. WALDEN. And it raises a whole list of issues from somebody
who obviously had inside information about the company, or at
least it would appear they did. And they came to you, Ernst &
Young came to you and said what should we do about this. And is
it acgurate to say then you said we will take care of it, we will look
at it?

Mr. HORTON. I am not sure. I do not believe Ernst & Young origi-
nally came to me. I think they originally came to Bill Owens and
Mike Martin, who called me in and we—you know, we did under-
take to look into it.

Mr. WALDEN. All right. And what was your response back to
Ernst & Young?

Mr. HorTON. That we would look into it.

Mr. WALDEN. So that was it?

Mr. HORTON. Subsequently we got the information that we have
discussed from Mr. Owens and Ms. Sanders, and

Mr. WALDEN. But are they not the auditors, Ernst & Young,
would you not share that information back to them so they can do
their job?

Mr. HORTON. I believe that it was shared with them ultimately.
I mean, in any event, there was no—as far as I know, no subse-
quent follow up after that information had been gathered from
Ernst & Young. I never—never heard anything from them or never
had any follow up——

Mr. WALDEN. Can I clarify. Did you or the others involved, do
you know whether or not that they provided the information, the
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answers to these questions from the Fleece Shareholder to Ernst
& Young?

Mr. HORTON. It is my impression at this point that the informa-
tion was discussed with Ernst & Young. At this point I just don’t
recall the details of how that

Mr. WALDEN. You do not remember when or how much, or any
of that?

Mr. HORTON. No, sir. I apologize. I just do not.

Mr. WALDEN. All right.

Mr. Goodreau, in the summer of 2002 did Bill Owens, the CFO
of the company, tell you that there were “big problems with the
numbers, not Enron big, but significant”?

Mr. GOODREAU. Sir, it was not in that terminology. What he said
was that—and I believe if you will look at my testimony, it says
that he told me that there was some accounting problems at the
office. And then he said it is not an Enron, but the number is sig-
nificant.

Mr. WALDEN. Okay. Similar to what I have recounted here, but
there are big problems with the numbers, not Enron big but signifi-
cant? Is that not what I heard you sort of say?

Mr. GOODREAU. Sir, what I just said is exactly what I remember
him saying.

Mr. WALDEN. All right. When you heard his comments by the
CFO about the numbers of the company, a company you owned
stock in and were an employee of, did you use the compliance hot-
line to report what Bill Owens had told you?

Mr. GOODREAU. No, sir, because I had no reason or any docu-
mentation to prove that what he was saying was criminal.

Mr. WALDEN. So even though he told you there are numbers and
problems and raises the word “Enron”, and he is the CFO, that did
not cause concern enough to do anything about it?

Mr. GOODREAU. For all I knew, sir, he was talking about prob-
lems in accounting in a certain division. I had no idea that he was
talking about anything other than that.

Mr. WALDEN. But you did have a hotline card like other employ-
ees had?

Mr. GOODREAU. Yes, sir. I had a hotline card.

Mr. WALDEN. Okay. But you did not use it? You did not think
that what he said was enough to trigger that?

Mr. GOODREAU. No, sir.

Mr. WALDEN. Okay. Did you witness Mr. Scrushy use a computer
at his Merrian offices located on the premises of his home in Bir-
mingham prior to March 2003?

Mr. GOODREAU. I do not remember him ever using a computer
there.

Mr. WALDEN. Did you not tell our staff, our investigators, that
he had a laptop computer there?

Mr. GOODREAU. He had a laptop computer there, but I do not re-
call him every using it. I remember it sitting on the counter, but
I never saw him use it.

Mr. WALDEN. Okay. Did you ever investigate or hire an outside
firm to investigate any HealthSouth board members?

Mr. GOODREAU. No, sir. I did not.
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Mr. WALDEN. Did Mr. Scrushy ever ask you to investigate or hire
a third party to investigate board members?

Mr. GOODREAU. I did not hire any outside person to investigate
a board member.

Ms. DEGETTE. Did you ever investigate a board member?

Mr. GooDREAU. I did.

Mr. WALDEN. Okay. That was part of my question. Who was it?
Can you tell us about it?

Mr. GOODREAU. Mr. May.

Mr. WALDEN. And what was the issue and who asked you to in-
vestigate?

Mr. GOODREAU. I do not remember exactly that I was asked to
investigate Mr. May. I looked into Mr. May because I thought that
he had been dishonest.

Mr. WALDEN. In what respect?

Mr. GOODREAU. Mr. May had been involved in the bankruptcy of
a couple of companies, and I did not remember ever hearing that
from Mr. Scrushy.

Mr. WALDEN. Were these

Mr. GOODREAU. I asked him about it, and he did not know about
it.

Mr. WALDEN. Mr. Scrushy did not know about it?

Mr. GOODREAU. No, sir.

Mr. WALDEN. And were these companies with some relationship
with HealthSouth?

Mr. GOODREAU. I do not think they had any relationship with
HealthSouth.

Mr. WALDEN. Okay. Did you report to Mr. Scrushy about the in-
vestigation or what you found out?

Mr. GOODREAU. Yes, sir. I told him that—that—actually what I
did, was I asked him if he knew about that. And he said no, he
did not know about that. And then I think he confronted Mr. May
about it.

Mr. WALDEN. Could you turn to Tab 58? And can you tell us who
is Joel that Mr. Scrushy is referring to? I will let you get to that
tab, sir. Do you know is he referring to Joel Gordon, a long time
board member?

Mr. GOODREAU. Yes, sir. He is.

Mr. WALDEN. And why is he asking you to follow Mr. Gordon?
It says: “Subject: Re: Come to the first floor. Hang out with Mary
and follow Joel as he goes in and out. See what he is doing. RS.”
From Richard Scrushy. And you responded. “Okay. Jim Goodreau.”

Mr. GOODREAU. Yes, sir.

Mr. WALDEN. Do you know why he was asking you to follow Mr.
Gordon?

Mr. GOODREAU. I do not know why he was asking me to follow
him.

Mr. WALDEN. You never asked him that?

Mr. GOODREAU. No, sir. I never:

Mr. WALDEN. You just did whatever he told you to do and—what
did you find out after following Mr. Gordon?

Mr. GOODREAU. He was just coming out of the—I think they were
in a board meeting or something, and he—Mr. Gordon came out of
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the board meeting. But, I mean, he stayed on the 5th floor. He did
not go anywhere.

Mr. WALDEN. Is that—I mean, I—I have been on a couple of
boards. And I have never run into where the CEO has a security
person follow us in and out of the bathroom, or wherever they go
as board members. Is that pretty typical at HealthSouth?

Mr. GOODREAU. No, sir. That was the only time I believe I was
ever asked.

Mr. WALDEN. And you never inquired as to why?

Mr. GOODREAU. No, sir.

Mr. WALDEN. Did you report? Did Mr. Gordon know he was being
followed? Did he ask you about that?

Mr. GOODREAU. I have no idea if he knew or not. It was not like
I was following him around the—following him around the room.

Mr. WALDEN. All right. Did you ever hire an investigation com-
pany by Les Moore and investigate any board members?

Mr. GOODREAU. I hired an investigative company, yes. But as to
whether to investigate any board members, I have—I have no idea.

Mr. WALDEN. Did Mr. Scrushy authorize you to hire outside in-
vestigators?

Mr. GOODREAU. I did not ask Mr. Scrushy about hiring outside
investigators.

Mr. WALDEN. Who was paying the bills for the outside investiga-
tors?

Mr. GOODREAU. The company.

Mr. WALDEN. Okay. But Mr. Scrushy did not—you are telling me
under oath Mr. Scrushy never asked you to hire these investiga-
tors? You did them on your own?

Mr. GOODREAU. Yes, sir.

Mr. WALDEN. But sent the bill back, obviously, or it came out of
your department?

Mr. GOODREAU. Actually, Bill Owens signed off on the bills.

Mr. WALDEN. Bill Owens. And Bill Owens worked for Mr.
Scrushy, right?

Mr. GOODREAU. That is correct.

Mr. WALDEN. Okay. And what were they investigating, this com-
pany you hired, Les Moore?

Mr. GOODREAU. The company would investigate whatever it was
that needed to be investigated by the corporation

Mr. WALDEN. All right. But specifically in this case why did you
hire them?

Mr. GooDREAU. With the board?

Mr. WALDEN. Yes.

Mr. GOODREAU. Is that what you are asking me?

Mr. WALDEN. Yes.

Mr. GOODREAU. Again, I would have to look and see. Because 1
am not exactly clear on what specifically you are asking about.

Mr. WALDEN. Okay. Let us get specific. Les Moore. That is a se-
curity guard, right, that works for you?

Mr. GOODREAU. He has a company.

Mr. WALDEN. He has a company?

Mr. GOODREAU. Yes.

Mr. WALDEN. And you hired him and that company?
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Mr. GOODREAU. I had hired that company prior to him becoming
an employee.

Mr. WALDEN. Okay. And why did you hire that company? What
was their mission? What did you ask them to look at?

Mr. GOODREAU. Whenever we had any type of investigative needs
within HealthSouth that required the wuse of outside
investigators

Mr. WALDEN. So, would that be to investigate people inside
HealthSouth?

Mr. GOODREAU. Not specifically. No, sir. It might be to
investigate

Mr. WALDEN. But you are not going to tell me specifically why
you hired these people and what you asked them to look at?

Mr. GOODREAU. Excuse me, sir?

Mr. WALDEN. Are you going to tell me specifically why you hired
this company and what you asked them to look at? I mean, that
is what I am asking is specifically why did you hire them and what
did you ask them to look at? What other kinds of needs were there
at HealthSouth, investigative needs?

Mr. GOODREAU. We had investigative needs for looking into
whatever. We have 50,000 employees, we see 100,000

Mr. WALDEN. So you were looking at different employees and
what they were doing?

Mr. GOODREAU. No, sir. I was not looking at different employees
and what they were doing.

Mr. WALDEN. Okay.

Mr. GOODREAU. There was an allegation that came up about a
situation where an employee had a problem with someone or had
a confrontation with someone, or someone came into a facility to—
made some threat, or if we received a letter from someone stating
a threat, that we were to investigate that to see what merit it
would hold.

Mr. WALDEN. So how many investigations did you undertake?

Mr. GOODREAU. I cannot recall exactly.

Mr. WALDEN. Can you give me a range? Ten, 100, 5,000?

Mr. GOODREAU. Over a 7 year period, 50 maybe. I do not know.

Mr. WALDEN. And did any of those involve board members?

Mr. GOODREAU. Only the one that I can recall with Mr. May.

Ms. DEGETTE. Will the gentleman yield?

Mr. WALDEN. Certainly.

Ms. DEGETTE. Did you keep records of those investigations, Mr.
Goodreau?

Mr. GOODREAU. Not specifically. If we had records of anything,
it would be retained until the investigation was over and then we
would get rid of it. We had no reason to keep it.

Ms. DEGETTE. So as far as you know, any of the investigations
as you described if someone came into a facility or if there was
some other issue, you would have no record of that if that was
closed at this point?

Mr. GOODREAU. There may be a record of that if it was on our—
we had a reporting system inside the corporate security that kept
with the majority of that. It may or may not be on that system.

Ms. DEGETTE. And what you are saying is not every investiga-
tion would have had a record?
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Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. Thank you.

Thank you, Mr. Chair.

Mr. WALDEN. Did your investigators or yourself, were you armed
running around HealthSouth?

Mr. GOODREAU. There were only probably four guys that were
armed at—or allowed to carry a side arm. They were all trained.
And not everyone would be armed at the same time.

Mr. WALDEN. Okay. And were you one of those four?

Mr. GOODREAU. I was.

Mr. WALDEN. Okay. Did you carry a side arm at all times?

Mr. GOODREAU. I carried a side arm.

Mr. WALDEN. Yes.

I am curious about how extensive this video system was, because
it seemed some of our witnesses were sort of shocked and intimi-
dated to find out it existed. Was it throughout the 5th floor?

Mr. GOODREAU. The camera system?

Mr. WALDEN. Yes.

Mr. GOODREAU. No, sir. The camera system is mainly in the traf-
fic hallways and high traffic areas of the——

Mr. WALDEN. Is it in the conference room sort of places?

Mr. GOODREAU. In—no, sir. It is not in any conference room.

Mr. WALDEN. Okay.

Mr. GOODREAU. There may be some cameras in the back hallway
of the conference center, but there is not any in the conference
room.

Mr. WALDEN. In those—did this system record what transpired?
Would you keep tapes?

Mr. GOODREAU. It did not record audio. It only recorded video.
And we kept the tapes for a specific period of time. I cannot re-
member if it was 30 days or 60 days exactly. And then the tapes
would just be simply rotated back through.

Mr. WALDEN. And after the company came under various inves-
tigations, were those tapes then preserved as part of potential evi-
dence or were they required to be preserved?

Mr. GOODREAU. There was no directive to me to preserve any
tapes. However, there was no change in the normal way we oper-
ated. We continued to do what we normally do.

Mr. WALDEN. Okay.

At this point we are going to recess the committee for about 5
minutes. And then we will return. So if you could stay, we would
appreciate it.

And the committee is in recess.

[Brief recess.]

Mr. GREENWOOD. The meeting will come to order. And I thank
the witnesses for their patience.

And the Chair recognizes for 10 minutes the gentleman from
Florida, Mr. Stearns for inquiry.

Mr. STEARNS. Thank you, Mr. Chairman.

And I appreciate your patience here as we recessed and we re-
turn here.

Mr. Tanner, I guess you were involved with the founding of this
corporation?

Mr. TANNER. Yes, sir.
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Mr. STEARNS. And how big was the company when you started
it?

Mr. TANNER. We had one office with just 5 men when we started
the company in 1984.

Mr. STEARNS. Not too long ago. And now how many employees
does HealthSouth have?

Mr. TANNER. I do not know what they have now. I left the com-
pany in 1999.

Mr. STEARNS. Okay. Okay. And tell me again why you left the
company.

Mr. TANNER. I retired. My health was getting to the point where
I did not want to take a chance on where I would be in the future.
And I decided to let me retire now and see the world.

Mr. STEARNS. Were you involved with the Compliance Depart-
ment at HealthSouth?

Mr. TANNER. Yes, sir.

Mr. STEARNS. Okay. And what was your position in that depart-
ment?

Mr. TANNER. The board made me Corporate Compliance Officer.

Mr. STEARNS. And your responsibilities included what?

Mr. TANNER. I was the Corporate Compliance Officer. The Com-
pliance Department reported up to me to the board committee on
corporate compliance.

Mr. STEARNS. And why did HealthSouth start a Compliance De-
partment? Because they felt it was needed, right?

Mr. TANNER. It was started as a response to a presentation that
Mr. Kusserow and Ernst & Young made following the National
Medical Enterprise——

Mr. STEARNS. So Ms. Cullison claimed that she brought a very
serious charge, potential accounting fraud, to your attention as
head of the Compliance Department in 1999, and that is the year
you retired?

Mr. TANNER. Yes, sir.

Mr. STEARNS. Okay. She brought to your attention a serious
charge. She also claimed that you advised her that you would take
care of the investigation yourself. Do you recall that?

Mr. TANNER. No, sir, I do not. I have no recollection of that.

Mr. STEARNS. So you have no recollection of her bringing a very
serious charge, a potential accounting fraud to your attention, to
the Compliance Department in 1999?

Mr. TANNER. I do not remember a lot of 1999, sir. And that is
one reason why I also retired.

Mr. STEARNS. So you do not recall the information, so obviously
you do not know what she did with it?

Mr. TANNER. That is correct, sir.

Mr. STEARNS. Have you heard anything about what she claimed?

Mr. TANNER. Just in what she said here earlier and what was
said——

Mr. STEARNS. Was that a total surprise to you?

Mr. TANNER. No. It had been reported to me when I was subpoe-
naed at the SEC hearing.

Mr. STEARNS. Okay. And you heard about this information after
you retired, not before? Is that what your sworn testimony is, that
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you did not hear about this information while you were an em-
ployee of HealthSouth Corporation?

Mr. TANNER. I do not recollect——

Mr. STEARNS. “Recollect” is a sort of vague term. Do you or do
you not remember——

Mr. TANNER. I do not remember, sir, what she said she told me.

M?r. STEARNS. Do you remember her coming in and talking to
you?

Mr. TANNER. I do not remember that, sir. No.

Mr. STEARNS. Do you remember her ever showing up in your of-
fice or calling you on the phone? I mean, if I go back and look at
telephone records, will I find that she called you ever?

Mr. TANNER. I am sure since she reported to me, we spoke. I am
sure that we had conversations. I cannot say what the substance
of those conversations were. I do not remember things.

Mr. STEARNS. So you talked to her because she is one of your em-
ployees, but you never remember her talking specifically about this
serious charge potential accounting fraud? That is your

Mr. TANNER. No, sir. I do not remember.

Mr. STEARNS. Okay. Okay. But you talked to her regularly on the
phone and in person about other things?

Mr. TANNER. I am—I am sure we spoke. I am sure we have had
conversations. How many, what they were, I cannot tell you, sir,
because I do not remember.

Mr. STEARNS. Okay. Do you perform when people come to you
with complaints, do you perform actual investigations on these alle-
gations? Have you ever done that in your position as Compliance
Department head? Had you ever taken initiative to investigate any
actual allegations?

Mr. TANNER. The way the Compliance Department was estab-
lished, she would do the work. She would do the investigations and
using the resources that the Compliance Department had, either a
audit or

Mr. STEARNS. So she—Cullison did the research for you? And did
she ever tell you that she was investigating any serious charges of
potential problems? Forget accounting fraud. But had she done any
investigation into anything as your employee which would involve
an investigation of allegations?

Mr. TANNER. I received the statistics of activities that the compli-
ance report did that I passed on to the board.

Mr. STEARNS. Okay.

Mr. TANNER. I do not remember:

Mr. STEARNS. You never physically talked to her about any alle-
gations that she was investigating?

Mr. TANNER. I do not remember:

Mr. STEARNS. Just yes or no.

Mr. TANNER. No, sir. I do not.

Mr. STEARNS. Okay. Does the Compliance Department have a
contact in the legal department of HealthSouth?

Mr. TANNER. I think——

Mr. STEARNS. Just yes or no.

Mr. TANNER. I do not remember.

Mr. STEARNS. Well, this is procedural. This is a policy position.
You are in charge of something. This is not something that you re-
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member or not. This is actual procedure. Did you have a procedure
in the Compliance Department where you had contact with the
legal department. I think the obvious answer you must have. I
mean, if you are going to have a Compliance Department, you have
got to be able to—just like Congressmen, we have an ethics. So we
know we can go to the Ethnics Committee anytime we have a prob-
lem to find out whether we are doing something wrong. So I as-
sume that the Compliance Department would have some contact
with the legal department at HealthSouth. And you are saying you
do not recollect or you do not know. It seemed to me you had to.
That would be part of the police procedure. Am I wrong?

Mr. TANNER. I do not——

Mr. STEARNS. Because you understand, you got to operate in a
legal framework——

Mr. TANNER. Sir—

Mr. STEARNS. You have to have contact with legal.

Mr. TANNER. [continuing] The compliance program was estab-
lished in response to a presentation. I recall attorneys from legal
department present at that initial meeting.

Mr. STEARNS. So if I go back to the Compliance Department
today and ask them, the new head, do you have any contact with
the legal department, he will say yes? He or she will say yes, do
you not think? Just off——

Mr. TANNER. I do not know.

Mr. STEARNS. Okay.

Mr. TANNER. I am not there, sir.

Mr. STEARNS. Okay. Let me continue to ask

Mr. TANNER. I retired in 1999.

Mr. STEARNS. How would a Compliance Department employee
know that a complaint was serious enough to be forwarded to the
legal department or even outside authorities? Under your scenario,
you do not even have any contact with the legal department. So an-
swer me this: How you as head of the Compliance Department
would know if your complying with the legal department? Is that
not of the Compliance Department’s responsibility to comply with
legalities? I mean, you are telling me that you have no recollection
if you had any contact with the legal department, yet at the same
time do you not want to comply with the law or even outside au-
thorities? There is something not ticking here.

Mr. TANNER. Sir, if I could remember, I would be happy to tell
you. I do not remember.

Mr. STEARNS. You draw a blank?

Mr. TANNER. Yes, sir. That is one reason why I am no longer
working and I have no activity in terms of everyday work because
my cognitive functions have been impaired.

Mr. STEARNS. Okay. I respect that. I respect that. I understand.
Understand.

But you understand my question?

Mr. TANNER. Yes, sir. I understand your question.

Mr. STEARNS. Okay. And you understand, just take off your hat
and you and I just talking in the lobby out here, we would say, you
are head of the Compliance Department. You should have contact
with the legal department to know what you are doing is correct.
Does that not seem to make sense? We are not talking about back
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in 1999. We are just talking in general straight common sense that
if you are head of the Compliance Department, you want to be in
touch with the legal department to make sure you obey the law.
Does that not make sense? I am just trying to get you to commit
common sense here what we are talking about. Not asking you to
go back in your memory. Just to say—sir?

Mr. TANNER. Yes.

Mr. STEARNS. Okay. That is all I want. Okay.

You know, I am not making any judgments here. I am just talk-
ing. So, I mean, you are certainly entitled. And so I do not mean
to imply you are not entitled here. Because, God bless, you know,
everybody goes through his ups and down here.

So it is our understanding that the Compliance Department pol-
icy was to purge all closed complaint materials after 90 days. Is
this a policy that you understood when you were head of it?

Mr. TANNER. When I was interviewed by the counsel, they
showed me the—they made a reference to the purging. And I was
surprised, because I did not——

Mr. STEARNS. You do not remember that policy?

Mr. TANNER. I do not remember that and I was shocked that it
was—said that it was—they were shredded, and I did not have any
knowledge.

Mr. STEARNS. And you do not have any idea when—they actually
then showed you this policy, right, to purge it, in 90 days, they
showed you the policy, right? And you were surprised?

Mr. TANNER. They showed me a spreadsheet, I think it was.

Mr. STEARNS. Right. Yes.

Mr. TANNER. And it said it was a category purged. And it
was

Mr. STEARNS. Okay. Okay. Do you have any idea who wrote that
policy to purge in 90 days?

Mr. TANNER. No, sir.

Mr. STEARNS. Okay. Okay. Well, thank you for answering my
questions.

And, Mr. Chairman, I yield back my time.

Mr. WALDEN. Thank you.

The Chair recognizes the gentle woman from Colorado.

Ms. DEGETTE. I just have—thank you.

Mr. Tanner, if you can take a look at Tab 98. This is the now
infamous compliance policies that I have been talking about.

Mr. TANNER. Yes, ma’am.

Ms. DEGETTE. It was sent to Ms. Cullison, but there is a cc to
you. Do you remember receiving these compliance policies?

Mr. TANNER. I do not remember. I probably did because my name
is cc’d on it. Yes, ma’am.

Ms. DEGETTE. Do you recall whether these or any compliance
policies were adopted?

Mr. TANNER. I do not recall.

Ms. DEGETTE. Did the company have any compliance policies
when you were the Compliance Officer?

Mr. TANNER. We had the compliance program and the structure
laid out. There was a book, a training program and that type of
thing that laid out what was to be done.
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Ms. DEGETTE. So there was a procedure in place, you are just not
sure if it is this one?

Mr. TANNER. Yes, I can’t—I do not say it is this format or not.

Ms. DEGETTE. Would it be your recollection as the former Com-
pliance Officer of the company that when there were allegations of
violations of criminal law that legal counsel would be consulted?

Mr. TANNER. I would assume that it would happen, okay. I can-
not say it did or did not. But I would assume that would happen.

Ms. DEGETTE. That would be a logical inference to make?

Mr. TANNER. Yes, ma’am.

Ms. DEGETTE. And if that were the policy, you would not be sur-
prised, right?

Mr. TANNER. Yes, ma’am.

Ms. DEGETTE. Do you recall ever contacting legal counsel about
allegations of violations of criminal law yourself when you were
Compliance Officer?

Mr. TANNER. No, ma’am. I do not.

Ms. DEGETTE. Okay. Thank you.

I wanted to ask you, Mr. Goodreau, if you—yesterday the “The
Wall Street Journal” had an article, and it talked about Mr.
Scrushy having wired his truck and taping a woman without her
knowledge considering allegations of various sundry extra marital
affairs that were made while she was in the truck. And I was won-
deri‘r)lg if you had any knowledge of the truck and its taping sys-
tem?

Mr. GOODREAU. Other than he used a tape recorder.

Ms. DEGETTE. Did you have a knowledge of that at the time?

Mr. GOODREAU. I know that he used a tape recorder.

Ms. DEGETTE. In his truck?

Mr. GOODREAU. Yes, ma’am.

Ms. DEGETTE. How do you know that?

Mr. GOODREAU. Because he told me.

Ms. DEGETTE. At the time?

Mr. GOODREAU. That—of the taping.

Ms. DEGETTE. Now, of what taping?

Mr. GOoODREAU. Of this conversation that you are speaking of.

Ms. DEGETTE. Did he tell you he taped any other conversations
in the truck?

Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. Did he tell you why he taped the conversation?

Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. He just said I taped a conversation in the truck,
and that was it?

Mr. GOODREAU. No, ma’am. He said he taped the conversation
with Amy Krumpton.

Ms. DEGETTE. Did he say why he did that?

Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. He just walked up to you and said I taped this
conversation? That was the end of your conversation with him?

Mr. GOODREAU. No, ma’am. That she had information that was
going to shed some light on his particular situation and the situa-
tion that involved Hope Lanius and Bill Massy.

Ms. DEGETTE. I am sorry. The situation that involved what?

Mr. GOODREAU. Hope Lanius and Bill Massy.
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Ms. DEGETTE. Thank you.

Did Mr. Scrushy often talk to you about taping conversations?

Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. How many times did he?

Mr. GOODREAU. That’s the only—that’s the only conversation I
ever had with him about it.

Ms. DEGETTE. Did you ever wire or arrange to have wired any
of Mr. Scrushy’s homes, offices, vehicles or any other location he
might be?

Mr. GOODREAU. When you mean—when you say “wire”?

Ms. DEGETTE. Yes. Taping systems.

Mr. GOODREAU. Maybe a surveillance system at this house or
something of that nature, but not anything in any car or anything
like that.

Ms. DEGETTE. Now, the surveillance system at his home, when
was that installed?

Mr. GOODREAU. There has been a few modifications to that sur-
veillance system throughout the time I have been there.

Ms. DEGETTE. And when have you been there? I am sorry?

Mr. GOODREAU. In the last 7 years, ma’am.

Ms‘.) DEGETTE. And were you in charge of making those modifica-
tions?

Mr. GOODREAU. Usually. Yes, ma’am.

Ms. DEGETTE. And what were those modifications?

Mr. GOODREAU. Typically it might be an upgrade to a system or
an upgrade to a camera or something.

Ms. DEGETTE. Does he have cameras throughout his properties?

Mr. GOODREAU. No, ma’am. Just at his home in Birmingham.

Ms. DEGETTE. At his home in Birmingham.

Mr. GOODREAU. Yes, ma’am.

Ms. DEGETTE. So that is where you are saying you made modi-
fications, it was to the system to his home in Birmingham?

Mr. GOODREAU. Yes, ma’am.

Ms DEGETTE. Did that involve cameras throughout the prop-
erty?

Mr. GOODREAU. Sometimes it might, and sometimes it would not.
It just—

Ms. DEGETTE. Did it involve audiotaping?

Mr. GOODREAU. No audiotaping.

Ms. DEGETTE. Okay. Now, we heard about Mr. Watkins. Were
there any other times that Mr. Scrushy had you investigate mem-
bers of the board of HealthSouth?

Mr. GOODREAU. About Mr. Watkins?

Ms. DEGETTE. I'm sorry. It was Mr. May.

Mr. GOODREAU. Yes, ma’am.

Ms. DEGETTE. Were there any others?

Mr. GOODREAU. No, ma’am. Not that I remember.

Ms. DEGETTE. And you testified earlier this year in district court
that Bill Owens told you in the fall of 2002 about fraud that was
going on at HealthSouth. Did you tell Mr. Scrushy about this?

Mr. GOODREAU. No, ma’am.

Ms. DEGETTE. Why not?

Mr. GOODREAU. Well, first of all, Mr. Owens did not tell me
about fraud that was going on at HealthSouth.
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Ms. DEGETTE. What did he tell you?

Mr. GOODREAU. He told me that there were some accounting
problems at the office. But I did not know if he was talking about
a particular division or not. I was close to him, he was my friend.
And he was confiding in me.

Ms. DEGETTE. And so you did not tell Mr. Scrushy?

Mr. GOODREAU. I did not think there was a need to tell Mr.
Scrushy. I told Mr. Owens he needed to talk to Mr. Scrushy. I was
a security guy. I thought maybe that was something that ought to
be handled on that level of management. Certainly not from my
perspective.

Ms. DEGETTE. Did Mr. Owens tell you the extent of the account-
ing problems?

Mr. GOODREAU. No, ma’am. What he told me was just what I
said.

Ms. DEGETTE. That there were

Mr. GOODREAU. There were some accounting problems, that is all
he said.

Ms. DEGETTE. Okay. Did you know that the board wanted to fire
Mr. Owens in late 2002? Did Mr. Owens confide that in you?

Mr. GOODREAU. I do not know that Mr. Owens confided that in
me. I want to say I believe I heard Mr. Scrushy say that, but I am
not positive. I know that it was—I know that I have heard that,
but I just honestly cannot remember.

Ms. DEGETTE. Do you know that Mr. Scrushy actually persuaded
the board not to fire Mr. Owens?

Mr. GOODREAU. I have heard that, too. I do not

Ms. DEGETTE. Who did

Mr. GOODREAU. I cannot remember specific conversations. It
seems that I heard—I cannot remember exactly who I heard it
from. But I did hear that he went to bat for Bill to keep his job.

Ms. DEGETTE. But it is your testimony today that you never told
Mr. Scrushy about what Mr. Owens had told you about the ac-
counting problems?

Mr. GOODREAU. Yes, ma’am. That is absolutely correct.

Ms. DEGETTE. Okay.

Mr. WALDEN. Would the gentle woman yield?

Ms. DEGETTE. Sure. Be happy to yield.

Mr. WALDEN. Because I would like to follow up on that point. Be-
cause there is something here that just does not add up. Because
Mr. Owens tells you that there is a problem with the accounting.
I think you told me the words were something like we got some
problems in accounting, not as big as Enron, but something to that
effect. We could go back and get your exact words.

But you did not ask any questions of Mr. Owens after that? I am
amazed these people come and just spill their heart to you in little
bits and you do not ask the next question. Did you ask Mr. Owens
any questions about the accounting? Not one word, not one ques-
tion? If we brought him up here under oath

Mr. GOODREAU. I asked—I asked him did he—did Mr. Scrushy
know about it. And he said no. And I said you need to tell him,
Bill. This is exactly what I said.

Mr. WALDEN. Okay. And you never said anything to Mr.
Scrushy?




97

Mr. GOODREAU. No, sir. I never did.

Mr. WALDEN. In a given day, how much time did you spend with
Mr. Scrushy?

Mr. GOODREAU. A great portion of the day.

Mr. WALDEN. And this is a man who will tell you he secretly tape
recorded somebody in his pick-up. And you are the security person
that investigates whatever is going on in the company. And you are
the security person who has been tasked to watch board members
coming in and out of a board meeting or a board member coming
and out of a board meeting, you are the security person who hires
third party security firms to look at different things. Security is on
your mind and yet you do not ever say anything to a guy you are
with virtually all the time every day that there is some sort of ac-
counting problems and did Owens ever tell you about it? You never
said anything to Mr. Scrushy about it?

Mr. GOODREAU. I never said anything to him, sir, no.

Mr. WALDEN. Did you say it to anybody in the company?

Mr. GOODREAU. I said it to Les Moore that works with me.

Mr. WALDEN. I'm sorry, to whom?

Mr. GOODREAU. I said to the gentleman that works with me.

Mr. WALDEN. Another security person?

Mr. GOODREAU. Yes, sir. And—and——

Mr. WALDEN. What did you tell him?

Mr. GOODREAU. Sir?

Mr. WALDEN. What did you tell him?

Mr. GOODREAU. The same thing I just told you. That—that I met
with Bill Owens last night and Bill said there was some accounting
problems at the office. And I told him to—I asked him did he talk
to Richard, and he—or did Richard know, and he said no. And I
said well you need to tell him.

Mr. WALDEN. What prompted your meeting with Mr. Owens?

Mr. GOODREAU. He called me to talk to me.

Mr. WALDEN. About what subjects?

Mr. GOODREAU. I do not know. Bill and I were friends. But he
called and wanted me to—to

Mr. WALDEN. Would you say this is the principal subject?

Mr. GOODREAU. Excuse me, sir?

Mr. WALDEN. Would you say that this revolution of accounting
problems at HealthSouth was the principal topic of your conversa-
tion? Was it a day or night or

Mr. GOODREAU. It was in the evening. Probably, I do not know,
7, 8. But I do not know that that——

Mr. WALDEN. Were you usually there that late at night?

Mr. GOODREAU. Where?

Mr. WALDEN. Wherever you had—where did this meeting take
place?

Mr. GOODREAU. It was a Mexican restaurant, On The Border, in
Birmingham.

Mr. WALDEN. Okay. So he called you to come to a Mexican res-
taurant?

Mr. GOODREAU. I do not remember exactly what he said, but it
was something to the effect of meet at On The Border. You know,
go and meet at On The Border.
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Mr. WALDEN. Okay. And so he calls, says meet me On The Bor-
der. You do not remember anything else you talked about, but you
did talk about——

Mr. GOODREAU. I am sure we probably talked about his—his
family situation and things like that that he and I would typically
talk about.

Mr. WALDEN. Okay. But in the course of that conversation he
said there were some accounting problems?

Mr. GOODREAU. Well, I could tell he had something on his mind,
but I did not know what it was.

Mr. WALDEN. Okay. Did you think there were any problems with
the approval process for board minutes?

Mr. Horton, let us go to you. I am sorry.

Ms. DEGETTE. Excuse me.

Mr. WALDEN. Oh, I am sorry.

Ms. DEGETTE. I yield back all the time I have left.

Mr. GREENWOOD. The gentlelady’s time has expired.

Mr. WALDEN. I would yield her some if——

Ms. DEGETTE. That is okay.

Mr. GREENWOOD. That is quite all right. Neither of you have
anything to yield at this point.

The Chair recognizes himself for 10 minutes.

Mr. WALDEN. Oh, okay.

Mr. GREENWOOD. And, Mr. Hale, I want to go back to a line of
questioning that I had with you earlier. And I want to put this
thing in its entire consequence. Okay.

The reason that this congressional committee is holding this
hearing is because in my district and every State in the union re-
tirees, among others, invested in HealthSouth because they were
led to believe that HealthSouth was a vibrant growing company, it
was meeting its Wall Street expectations. People all over the coun-
try put their hard earned earnings into this company to help pay
for—to put money away and let it grow for their children’s edu-
cation. Investors believed in this company.

What we know is that at some point, for a number of reasons,
the stock dropped and it dropped precipitously. We also know that
1(\)/111{' Scrushy sold 75 percent of his stock by, I think, July 31, 2002.

ay.

What we are interested in, what the SEC is interested in, what
the Justice Department is interested in is whether or not Mr.
Scrushy, among other things, sold his stock when he did because
he understood that there was going to be a major financial impact
to this company because in essence it had gotten the word from the
Medicare program, from CMS, that it was wildly overbilling Medi-
care and charging individual rates for group rates for group ther-
apy.

So it is important for us to understand when it was that Mr.
Scrushy, what did Mr. Scrushy know about that impact and when
he knew it.

The logical thing for us to do is to go to the board meetings to
find out when at those board meetings there was a discussion
about this so you can put that into a chronology. Okay.

Now, having put that in context, and I would like you to go again
back to Tab 9 and Tab 10 from your notebook. Now in Tab 9, which
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are the minutes from the August 26, 2002 board meeting—you with
me?

Mr. HALE. Yes, sir.

Mr. GREENWOOD. Okay. And you included in those—you are the
secretary, you are in charge of the minutes. And you wrote in those
minutes the sentence that says “He informed Mr. Scrushy on Au-
gust 6 that it might apply”—this is in reference to this new direc-
tive out of CMS about billing—*“that it might apply to such services
in freestanding outpatient centers and the impact could be $15 mil-
lion to $20 million. Mr. Scrushy stated that he had advised Mr.
McVay and subsequently Mr. Owens to go back to CMS for better
clarification.” All right?

Now, are those the words that in fact were not in your draft min-
utes that you added at Mr. Scrushy’s direction?

Mr. HALE. I believe so. Yes, sir.

Mr. GREENWOOD. Pardon me?

Mr. HALE. I believe so. Yes, sir.

Mr. GREENWOOD. Okay. So you took notes at the meeting.
They’re in Tab 10. None of those words are in your notes. But you
added them into the minutes after Mr. Scrushy told you to? Right?

Mr. HALE. Let me check with my notes and make sure that—
what that—if I could, sir, refer back to the notes on the August 8
meeting.

Mr. GREENWOOD. Sure. Yes.

Mr. HALE. Do you know which tab? Could you lead me to those,
please?

Mr. GREENWOOD. Oh, you want to know where they are? If you
look in Tab 10 and you look at the page—let’s see here. That’s a
board of director’s minutes in your handwriting, 8/26/02. And I
think the relevant language is on the page that is labeled 293-0467
having to do with timeline of CMS transmittal.

Mr. HALE. Yes. I am trying to find the notes on the August 8
meeting.

Mr. GREENWOOD. Oh. That is on Tab 9. It is on the third page
of that document at the very top. It says “He informed Mr.
Scrushy,” and this is—are you with me now?

Mr. HALE. I am with you on the August 26 minutes. Yes, sir. |
am looking for the notes

Mr. GREENWOOD. All right. Let’s start at page——

Mr. HALE. [continuing] of the August 8 meeting.

Mr. GREENWOOD. Okay. Go to Tab 8. Are you looking for the
words that I quoted in the official?

Mr. HALE. Yes. I wanted to reference my notes on the August 8
meeting.

Mr. GREENWOOD. Okay. That is Tab 8. Okay. And it says “discus-
sion of CMS transmittal”—this is on the fourth page of that docu-
ment at the very bottom.

Mr. HALE. Okay. The—I believe what referenced back to the Au-
gust 26, what was added by Mr. Scrushy was the sentence “He in-
formed Mr. Scrushy,” and this was Mr. Owens going, again,
through the timeline. And the timeline it stated “He informed Mr.
Scrushy on August 6 that it might apply to such services and free-
standing outpatient centers, and the impact could be $15 to $20
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million.” The—if you reference back the August 8 board minutes,
my notes, which is 388-0445.

Mr. GREENWOOD. Yes.

Mr. HALE. Actually I make a notation here that with the discus-
sion of the timeline of the transmittal letter, that the—they ad-
vised and the board concurred that management should meet again
with CMS to assess—to get additional clarification. So that was in
that part of it as far as the reference to go back, that is where that
came from.

Mr. GREENWOOD. Okay. Now, you did add that sentence, “He in-
formed Mr. Scrushy” all the way up to $15 to $20 million, you
added that line at Mr. Scrushy’s request, correct?

Mr. HALE. Yes, sir.

Mr. GREENWOOD. Okay.

Mr. HALE. He wanted additional clarification on the timeline.

Mr. GREENWOOD. Got it.

Mr. HALE. That was included in the timeline.

Mr. GREENWOOD. Okay. Now, you testified earlier that there
were at least two kinds of occurrences that would cause you to
amend minutes. One is someone, for instance Mr. Scrushy, would
say Mr. Hale you forgot that we said this. You forgot to incorporate
this in your minutes. And if you had what you called an inde-
pendent recollection of that being said, you said, oh yes—you would
say, oh, yes, I did—yes, I remember that but I did not put it in the
minutes so I will put it in now. Okay. That is one way you would
amend the minutes?

Mr. HALE. Yes, sir.

Mr. GREENWOOD. Okay. The other way you said you would
amend the minutes is if Mr. Scrushy told you that certain things
happened in executive sessions which you did not attend, correct?

Mr. HALE. Well, that would be an addition, not necessarily an
amendment to something that was in there.

Mr. GREENWOOD. Okay. So the question I have is which of those
occurrences caused that sentence to be added to the minutes? Is
that because Mr. Scrushy reminded you of that and you independ-
ently recollected all of that language, including that there was a
$15 to $20 million impact?

Mr. HALE. Yes, sir. I remember that being presented. Yes.

Mr. GREENWOOD. You remember it being discussed at that board
meeting?

Mr. HALE. The board meeting on August 6, not August 26. But
this is referencing back to the timeline of events.

Mr. GREENWOOD. Is it August 8 you mean?

Mr. HALE. August 8, yes.

Mr. GREENWOOD. Okay. Then why was it not put in the minutes
from the August 8 meeting? Why was it put in the minutes from
the August 26 meeting?

Mr. HALE. The—what is in the August 26 meeting is, it states
Mr. Scrushy asks Mr. Owens to review with the board the timeline
of events. So, Mr. Owens was going back through with the board
the timeline on when these—with 1753. So this was referencing
back the timeline of events.

Mr. GREENWOOD. All right. Well then go to Tab 7. And those are
the official minutes of the August 8 meeting.
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Mr. HALE. Okay.

Mr. GREENWOOD. All right. Where in those minutes was a reflec-
tion of this conversation?

Mr. HALE. It is not in there, sir.

Mr. GREENWOOD. Why not?

Mr. HALE. Well, everything is—I mean, I do not put every detail
in the minutes.

Mr. GREENWOOD. But on—you thought it was important to
amend the August 2 notes to say that on August 8 something oc-
curred, but you did not think it was important to amend the Au-
gust 8 notes minutes to actually reflect that? Is that right?

Mr. HALE. I was not requested to consider an amendment to the
August 8 notes.

Mr. GREENWOOD. No red lights went off in your mind that it
would seem funny that Mr. Scrushy thought it was critical to have
the August 26 minutes reflect this conversation?

Mr. HALE. He was requesting more detail than had been put in
the minutes. In looking—you know, in looking back at that date
when Mr. Owens said he communicated with Mr. Scrushy and the
amount that they were talking about was critical in that time pe-
riod. So I felt it was important.

Mr. GREENWOOD. So give us your independent recall now? What
do you remember, how do you remember that conversation occur-
ring? At the board meeting on August 8 what do you remember—
August 26, was there in fact that discussion and can you recall it
for us?

Mr. HALE. I recall Mr. Owens going through a very detailed
timeline of those events and the sequence of those events. And in-
cluding, you know, when he told Mr. Scrushy, what they initially
thought the range of impact would be. You know, the meetings
with CMS and, you know, when that changed after that meeting
when they were—it was indicated that it would apply to more of
the outpatient centers than they initially thought. That was—it
what was presented. That is what I recall. Yes, sir.

Mr. GREENWOOD. My time has expired.

We are going to wait a moment for Mr. Walden to return.

Before I give time to Mr. Walden, Mr. Horton, you were at that
August 16 board meeting, is that correct?

Mr. HORTON. Yes, sir, it is.

Mr. GREENWOOD. Do you recall the conversation, do you recall
the discussion in the same way that Mr. Hale recalls the discus-
sion?

Mr. HORTON. My recollection, I got a little confused there. But
my recollection is consistent with what’s in the minutes. Yes, sir.

Mr. GREENWOOD. The gentleman from Oregon for 10 minutes.

Mr. WALDEN. Mr. Horton, I want to go back to how the board
minutes were handled. Are you—do you think there were any prob-
lems with the approval process for the board minutes?

Mr. HORTON. The question that has come up in this process, I
know in several meetings with the staff, was the approval of the
minutes. And typically as I think—as I think one of—I apologize,
I can’t remember which of you alluded to before, it was not the
common practice to actually formally approve the minutes at each
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subsequent meeting from previous meetings. And, yes sir. I think
that is a weakness in the system, and that

Mr. WALDEN. Let me make sure I understand your role in this,
too. You are the corporate counsel?

Mr. HORTON. I was. Yes, sir.

Mr. WALDEN. You were. And you were during for how long?
What period of time gain?

Mr. HORTON. From July 1994 until September 2003.

Mr. WALDEN. And did you ever advise them to handle the min-
utes in a different manner?

Mr. HORTON. No, sir. I do not believe I did.

Mr. WALDEN. Yes. Were you aware of any of these investigation
of a board member?

Mr. HorTON. I do not know that I was particularly aware of an
investigation. I had heard at some point that Mr. Scrushy—I had
understood that Mr. Scrushy had asked someone to look into Mr.
May’s background and whether—sort of the employment history
that was on his résumé, if you will was—was accurate and com-
plete. And I later heard that it was. But I was not particularly
aware of details of that.

Mr. WALDEN. Yes. Now, I thought we heard from Mr. Goodreau
that there was something in Mr. May’s background that was not
know beforehand. Some bankruptcies or something?

Mr. GOODREAU. I believe Mr. May was involved in some compa-
nies with some bankruptcy troubles, and I did not know that about
it and I did not think Mr. Scrushy did. That was what I was say-
ing, that I made him aware of that.

Mr. WALDEN. You made Mr. Scrushy aware of that?

Mr. GOODREAU. Yes.

Mr. WALDEN. I still do not understand why you would not have
made Mr. Scrushy aware of the comment about an accounting
problem, Enron—not Enron like but all of that.

. MI“? Horton, were you ever made aware of any accounting prob-
ems?

Mr. HORTON. No, sir. I was not.

Mr. WALDEN. So nobody stepped up and told you. And the board
was never made aware. Is that accurate?

Mr. HORTON. As far as I know that is correct, sir.

Mr. WALDEN. Okay. Mr. Horton, if you could turn to Tab 87.
That is where you will find an email that you wrote to Mr. Hale
and Weston Smith on September 29, 2002, and you write, “I am
finding no record that I was ever given drafts of audit committee
minutes for 2001 after March 27 or 2002. Do either of you know
the status of audit committee minutes?” And the email is Tab 87.
It shows it is from you.

Mr. HorTON. That’s

Mr. WALDEN. I'm sorry. It is apparently Tab 86.

Mr. HOrRTON. Okay.

Mr. WALDEN. Okay.

Mr. HorTON. I have it now. Yes, sir. I'm sorry. What was the
question?

Mr. WALDEN. The question is—well then if you will turn to Tab—
is that probably 87 then? 87 there are two emails between you and
Weston Smith dated October 7, 2002. After you again request the
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audit minutes. Mr. Smith writes “Bill, copies of the minutes were
sent to George Strong last week. He had requested them in re-
sponse to Fulbright. We have 2002 minutes. None were prepared
in 2001.” So my first question is why did not you as corporate coun-
sel have copies of the audit committee minutes?

Mr. HORTON. Well—

Mr. WALDEN. Would you normally have had copies in prior
years?

Mr. HORTON. In the normal course the minute books were main-
tained, physically maintained in my department. So ordinarily they
would have come to us. Yes, sir.

Mr. WALDEN. Okay. Why did it take nearly a year and a half to
ask for the audit committee meeting minutes?

Mr. HOrTON. I do not think I had become aware that we did not
have the minutes until that point.

Mr. WALDEN. So who was responsible for maintaining the min-
utes for committee meetings? Somebody in your department?

Mr. HOrTON. No, sir. Normally the—the corporate secretary nor-
mally maintains the minutes. If it is a circumstance where there
were, you know, multiple committee meetings going on at more or
less the same time, then the corporate secretary, Mr. Tanner or
Mr. Hale as the case may be, might ask me or one of the other as-
sistant secretaries to take minutes for one committee meeting
while he covered another one.

Mr. WALDEN. Sure. Yes.

Mr. HORTON. And as far as a I know, in these particular audit
committee meetings for whatever reason, nobody was ever re-
quested to take minutes.

Mr. WALDEN. You know, I hope you understand. Again, having
spent 5 years on a relatively small bank board, we had somebody
taking minutes at every committee meeting. And they came up to
the board—we met every month, the board did. And the commit-
tees did not always meet every month. But the minutes came for-
ward. We had presentations to the board. We reviewed the min-
utes. We reviewed the minutes of the board meeting. We acted on
them. There was an agenda. If we went into executive session, it
was spelled out.

How in the devil does a Fortune 500 company not have a board
that meets, you know, once or twice a year and you do not keep
minutes? Can you explain that to me?

Mr. HORTON. To have a committee that meets once or twice a
year or

Mr. WALDEN. How often did the board meet?

Mr. HORTON. It would vary from year to year. In a typical year,
I would say 10 or 12 times.

Mr. WALDEN. Ten or 12 times a year the board met? I was under
the impression they only met like once or twice a year. How often
did the committee met? The audit committee? Quarterly? Monthly?

Mr. HORTON. The audit committee in recent years, as I under-
stood it, met quarterly. But I am not—going back further, I do not
think they did.

Mr. WALDEN. Did the proxy statements reflect that?
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Mr. HORTON. Yes, sir. The proxy statements reflected the total
number of meetings for each committee. Yes. For the preceding
year, and the total number of board meetings.

Mr. WALDEN. I am told the proxy statements for 2001 indicate
that the audit committee met one time.

Mr. HorRTON. That’s—that is what the proxy statement reflects.
I understand that the audit committee members have records of
other meetings which were not in the corporate minutes at the
time the proxy statement was prepared.

Mr. WALDEN. Whose job was it to keep track of the minutes of
the committee meetings? If the committees were meeting and no
minutes were taken or if members had minutes of committee meet-
Lngs ?and they were not provided, I mean who is running the ship

ere?

Mr. HORTON. I cannot answer that question, sir.

Mr. WALDEN. Were you ever asked to—if the minutes were kept
in your books in your office, was it your responsibility to ask where
they are? I mean, you did ask in this one email, and I commend
you for that. But——

Mr. HORTON. Sir, in circumstance as in this case where it came
to my attention that we were missing minutes, I would try to find
out about them. If—if it did not come to my attention, you know,
I would not necessarily ask.

Mr. WALDEN. So you had members of the board who met as com-
mittees to review various things and you are telling me that the
board met basically every month, 10 to 12 times a year, right?

Mr. HORTON. In a typical year. Yes.

Mr. WALDEN. Typical year. And are there agendas indicating
that the chairs of the various committees of the board discussed
what they had met and talked about as committees? Was that on
an agenda?

Mr. HORTON. In the ordinary course I did not see board agendas,
sir. So I really am not in a position to answer that question.

Mr. WALDEN. Did you sit in on the board meetings?

Mr. HORTON. Again, as I said earlier, I sat in if I was invited to
sit in. I did not sit in as a routine matter.

Mr. WALDEN. How many board meetings a year would you have
sat in on?

Mr. HORTON. Again, as I testified earlier, it would have depended
on the subject matter and whether Mr. Scrushy, who was the
chairman and CEO for all the time that I had been there until the
end of March, invited me.

Mr. WALDEN. Oh, if he invited you? Oh, I see. All right.

Did Mr. Scrushy tell you that the 175—okay. Let me go to a doc-
ument. Mr. Scrushy sent an email to Larry Doc Leemack at
sourcemed.net on August 27. And we will provide you with that.

In this email he says “Thanks. The genius in all this will be seen
later. We will take some heat only in the shortrun. Swad told me
he had talked to you and I appreciate you” that’s the type “support
and understanding. I will call you soon to go over everything. RS.”

Did Mr. Scrushy tell you the $175 million announcement was a
genius plan?

Mr. HORTON. No, sir.

Mr. WALDEN. Do you know what he’s referring to?
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Mr. HORTON. No, sir, I do not.

Mr. WALDEN. Do you know anything about whatever this plan is
he references? Did he ever talk to you about his strategy on the an-
nouncement of the $175 million?

Mr. HORTON. I discussed with him the substance of the press re-
lease in which that was announced. But I—I do not know of any
particular strategy. No, sir.

Mr. WALDEN. Do any of the rest of you? Are any of the rest of
you aware of what this might mean, the genius of all this will be
seen later?

I will ask you individually. Mr. Hale?

Mr. HALE. No.

Mr. WALDEN. Mr. Goodreau?

Mr. GOODREAU. No, sir.

Mr. WALDEN. Mr. Tanner?

Mr. TANNER. No, sir.

Mr. WALDEN. You all say no?

Who is Larry Doc Leemack?

Mr. HORTON. Dr. Leemack is a physician in Birmingham.

Mr. WALDEN. Was a he stockholder in the company?

Mr. HORTON. I believe he is a stockholder. Yes, sir.

Mr. WALDEN. Okay. All right.

I do not have any other questions. Thank you, Mr. Chairman.

Mr. GREENWOOD. The Chair thanks the gentleman and recog-
nizes himself for 10 minute.

Mr. Horton, let me ask you a series of questions. When were you
first made aware of Transmittal 753?

Mr. HorToN. 17537 I was made aware of it on June 6 of last
year.

Mr. GREENWOOD. Okay. Was this the first time that you were
made aware of issues with regard how HealthSouth was billing
Medicare for group therapy?

Mr. HORTON. We had issues that had arisen in a case filed under
the False Claims Act in which the Department of Justice inter-
vened. It was actually four cases in which the Department of Jus-
tice intervened in December 2001, January 2002.

Mr. GREENWOOD. Okay. So you knew way back then that this
was at least a potentially serious liability for the company? That
other companies in a similar business, the same business as
HealthSouth, was being subjected to lawsuits over its billing prac-
tices? Is that correct?

Mr. HORTON. That other companies were being subjected to
law—I was aware of lawsuit directed against HealthSouth.

Mr. GREENWOOD. Against HealthSouth. Okay. So you knew there
was a suit out there?

Mr. HORTON. Yes, sir.

Mr. GREENWOOD. And when did you first know that?

Mr. HORTON. The original lawsuit, I guess before the government
intervened, we were made aware by the Department of Justice in
sometime in 2000, I believe.

Mr. GREENWOOD. Okay. And did you share that information with
Mr. Scrushy?

Mr. HORTON. Yes, sir.
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Mr. GREENWOOD. Okay. When you became aware of Transmittal
1753 what other officers of the company did you discuss this with?

Mr. HorTON. Discussed Transmittal 1753 with Bill Owens who
was then the President and CEO, with Weston Smith who was
then the CFO, with Susan Smith who was the Senior Vice Presi-
dent of Reimbursement, with Larry Taylor who was at the time the
President of our Ambulatory Services Division and at various times
with other lower level officers.

Mr. GREENWOOD. And never with Mr. Scrushy?

Mr. HORTON. I do not recall having any discussions with Mr.
Scrushy about it until sometime in August 2002.

Mr. GREENWOOD. How did you advise the company to address the
Medicare billing for group therapy while the company was sorting
through the issues?

Mr. HOrRTON. My advice was to take a conservative position and
assume, while there were questions about what Transmittal 1753
meant, that we needed to assume that it applied to our outpatient
operations and take what I would characterize as a conservative
position on the issue.

Mr. GREENWOOD. And did the company act on your advice?

Mr. HORTON. The company, ultimately the decision was to seek
clarification from the Centers for Medicare and Medicaid Services,
CMS. And it was my understanding that the operations personnel
were directed not to bill Medicare for outpatient therapy services
during a period beginning July 1, 2002 until that clarification had
been obtained.

Mr. GREENWOOD. Okay. I want you to turn to Tab 29, if you
would. You will find an email, dated July 7, 2002 with an attach-
ment which you forwarded to Bill Owens, Weston Smith and Susan
Jones-Smith. And attached to that is a memo from Tom Fox of
Reed Smith on the status of group therapy issues.

On page 7 of the memo

Mr. HORTON. Mr. Chairman, that is not Tab 29 in my book.

Mr. GREENWOOD. All right. I will clarify that for you then. 79.
I am sorry. Somebody’s sevens look like a two. Okay.

On page 7 of the memo in the first full paragraph, “HealthSouth
outside counsel advises “However if HealthSouth were to continue
to utilize the clinical standards followed in the past which essen-
tially limited billing under the group therapy code only when two
or more patients were treated at the same time with the same mo-
dality as opposed to billing for concurrent therapy, if the patients
were treated with different modalities, the risk of liability for
claims submitted by HealthSouth for services provided after July
1, 2002 is greatly increased and could implicate its rehab hos-
pitals.” You see that?

Mr. HORTON. Yes, sir.

Mr. GREENWOOD. All right. In your email you state that you
agree with this advice and that you want to get clarification to the
field right away. What was Mr. Owens’ response when you dis-
cussed this with him?

Mr. HORTON. I did not—I do not recall discussing this particular
email and memorandum with him. I have discussed the issue with
him on a number of occasions and his response was to schedule a
meeting with appropriate officials at CMS to attempt to get clarity
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on the issue. And a meeting was ultimately scheduled with Tom
Grissom, who was then the relative person at CMS.

Mr. GREENWOOD. Okay. Then I am going to ask you to turn now
to Tab 80 in the binder. And there you will find another email from
Tom Fox of Reed Smith, dated July 24, 2002.

Mr. HORTON. Yes, sir.

Mr. GREENWOOD. It reads: “This is what I would say to Bill
Owens and Richard if I had the opportunity, unless and until
Transmittal 1753 is withdraw, outside counsel is telling the com-
pany that it faces substantial risk of false claims liability by not
following that coding and billing policy for therapy effective July 1,
2002.” And my question to you is what did you do with this advice
from HealthSouth’s outside counsel? Who did you tell about it?

Mr. HORTON. Throughout this process I was conveying this ad-
vice to Mr. Owens, to Weston Smith, to Susan Smith through the
operations and reimbursement chains.

Mr. GREENWOOD. As the general counsel of this company, would
not you have wanted to make sure that the CEO himself under-
stood that there was significant and serious jeopardy, financial
jeopardy, perhaps worse if they did not change their billing prac-
tices?

Mr. HORTON. Sir, as I have discussed with the staff when we
originally addressed this, my belief was that unless I could get Mr.
Owens and the senior operations personnel to form a unified posi-
tion on this issue, that if I took it to Mr. Scrushy without that, that
Mr. Scrushy would disregard it.

Mr. GREENWOOD. Now, you knew he was engaged in a stock sale,
Mr. Scrushy, right? You were aware that he was—of his prepara-
tions and his ultimate sales of ultimately $99 million worth of
stock?

Mr. HORTON. Beginning in early to mid-July. Yes, sir.

Mr. GREENWOOD. All right. Okay. Now, you are a smart lawyer.
Did it occur to you that Mr. Scrushy’s knowledge or lack of knowl-
edge, relative knowledge of this change in billing practices might
have some legal implications with regard to the timing of the sale
of the stock?

Mr. HORTON. No, sir. At this point I had no basis to evaluate the
materiality of this information. So I did not really take that into
account.

Mr. GREENWOOD. Materiality as it regards what?

Mr. HORTON. Materiality as regards financial impact of-

Mr. GREENWOOD. Well, you know it was—you had been advised
by outside counsel that it was a serious issue that would have sig-
nificant impact on the company, were you not?

Mr. HORTON. I do not think outside counsel had provided us with
any information. And, indeed, I do not think they could have pro-
vided us with any information.

Mr. GREENWOOD. Okay. So in other words, they did not tell you
this magnitude of the impact on the company of changing? They
just suggested that change needed to be made?

Mr. HorTON. That is correct.

Mr. GREENWOOD. Okay. Was Mr. Scrushy aware in 2001 that the
Department of Justice was planning to intervene in a false claim
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suit that alleged HealthSouth was improperly billing individual
therapy when they should have been billing for group?

Mr. HorRTON. He was aware that we were in communication with
DOJ throughout 2001 about their possible intervention in the False
Claims Act litigation. And then when we received confirmation that
DOJ was going to intervene in late December 2001, he was aware
of that. Yes, sir.

Mr. GREENWOOD. Did Mr. Scrushy have an understanding about
what the government’s allegations were with respect to group ther-
apy charges?

Mr. HORTON. I discussed it with him, sir. I assumed he had an
understanding from that.

Mr. GREENWOOD. Did you engage in discussions with Mr.
Scrushy about the potential damages facing the company in a False
Claims suit?

Mr. HORTON. Not at that time. No, sir. We did not have any
basis on which to quantify damages.

Mr. GREENWOOD. Were you present in any meeting prior to
Transmittal 1753 where Mr. Scrushy discussed what HealthSouth’s
strategy should be with respect to the group therapy claims alleged
in the False Claims lawsuit?

Mr. HORTON. There was a meeting that occurred, I believe, in
March 2002 at which Mr. Scrushy was present where we discussed
strategies to get legislative clarification of the group therapy issue
from this House. Yes, sir.

Mr. GREENWOOD. Is it fair to say that Mr. Scrushy was well
aware prior to Transmittal 1753 of HealthSouth’s billing practices
concerning group versus individual therapy claims and the poten-
tial claims against the company asserted by various False Claims
suits?

Mr. HORTON. He was certainly aware of the False Claims Act liti-
gation and the nature of the claims therein. Yes, sir.

Mr. GREENWOOD. As general counsel did you feel that you had
the access to Mr. Scrushy that you needed, the ability to advise
him of what you know, to make recommendations to him? Because
it sounds like you needed to go—that between you as general coun-
sel and Mr. Scrushy as CEO, there were other officers that you had
to either convince them—you had to convince them before you
dared to take this information to Mr. Scrushy?

Mr. HORTON. In general, I do not think I would characterize it
as a problem of access, sir. But I would characterize it as a ques-
tion of what was going to be needed to get his attention, particu-
larly in the last couple of years. Mr. Scrushy was never—was never
an easy man to discuss things with that were bad news or that
would make him unhappy. And in particular it was my belief that
if—if I raised an issue that involved operational matters and did
not have a consensus among the operations people, that in all like-
lihood my advise would be—would be discounted or perhaps dis-
regarded.

Mr. GREENWOOD. Would you be uncomfortable having to operate
under that circumstances?

Mr. HORTON. Yes, sir. I did.
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Mr. GREENWOOD. Okay. Is it your recollection that Bill Owens
shared with Mr. Scrushy in February 2002 an estimate of the po-
tential impact of changing HealthSouth’s billing practices?

Mr. HORTON. In February 2002?

Mr. GREENWOOD. Yes.

Mr. HORTON. I do not believe I am aware of that, sir.

Mr. GREENWOOD. Okay. I have no further questions.

I would——

Ms. DEGETTE. I have a couple.

Mr. GREENWOOD. We will get to you in a second, Ms. DeGette.

I would move that we enter the documents into the record. And
without objection, that will be the case.

Ms. DeGette, do you have additional inquiry?

Ms. DEGETTE. Yes, I do. Thank you.

Mr. Horton, as I sit here and review all of your correspondence
in July 2002 regarding Transmittal 1753 and going back and forth,
and as I listen to your answers to the Chairman’s questions it oc-
curs me that there was quite a bit of concern on the part of the
legal department as to what people should be doing about the
group billing code for the physical therapy sessions. Would that be
a fair statement on my part?

Mr. HORTON. There was certainly a lot of concern. In general, I
was the only person in the legal department who was actively in-
volved in this issue.

Ms. DEGETTE. Okay. So you were concerned?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. And that is because HealthSouth was doing a lot
of physical therapy sessions and how that was billed would be im-
portant to the company, right?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. And as general counsel you wanted to make sure
that the company was billing correctly because of liability issues,
right? I think you said that?

Mr. HORTON. That is correct.

Ms. DEGETTE. Did you ever ask anybody from the financial man-
agement of the company about what the financial impact would be
of a changing code?

Mr. HORTON. I do not think I specifically asked that. I certainly
tried to get the financial—the CFO and the head of reimbursement
to focus on this issue.

Ms. DEGETTE. Did they ever tell you what the impact would be?

Mr. HORTON. I did not receive any information on the financial
impact until—until after August 15, I guess, of last year which

Ms. DEGETTE. Of 2002?

Mr. HorToON. Of 2002, which was the $175 million estimate.

Ms. DEGETTE. And even before the $175 million, in fairness, you
knew that it would be a large number, right?

Mr. HORTON. I really did not—did not have information to make
an estimate of the number. I mean, large

Ms. DEGETTE. Well, I mean in that case, if you look at Tab 79
where you are sending—it looks like an email to Bill Owens from
you with the memo from Tom Fox on the status of group therapy
issues, and you say “importance high”, right?

Mr. HORTON. Yes, ma’am.
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Ms. DEGETTE. And then there is the memo. And you say “In par-
ticular I point out that Reed Smith’s strong advice is the recent
group therapy transmittal should be read to apply to all non-PPE
PT or OT services. I agree with this position.” And you go on. So
you thought this was important enough to send it to Bill Owens
with high importance, right?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. And then there are some follow up emails. An
email from Tom Fox to you on July 24.

During that period of July 2002 you were really—you thought
this was important to get resolved, right?

Mr. HORTON. Yes, I did.

Ms. DEGETTE. And did you get it resolved?

Mr. HORTON. I thought I had ultimately in August.

Ms. DEGETTE. All right. Now, I have a memo I would like to
show you, and it is not in your notebook. If we can have this given
to—you have it?

Mr. HORTON. I believe so. Yes, ma’am.

Ms. DEGETTE. Okay. Because I believe you said earlier in re-
sponse to a question by the Chairman that you were not particu-
larly—or you had not heard any allegations of accounting problems.
Is that correct?

Mr. HorTON. That is correct.

Ms. DEGETTE. Now, I have shown you a memo. It is dated Sep-
tember 29, 1999. And it is from you to Michael D. Martin and Wil-
liam T. Owens, the CFO and controller at that time, right?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. Do you recognize this memo?

Mr. HorToON. I do.

Ms. DEGETTE. Okay. I find this curious, because you said you did
not know of any accounting problems. But in 1999 you are sending
this memo to Martin and Owens and it says “I thought you might
find interesting the enclosed press release put out by the SEC indi-
cating its recent filing of 30 enforcement actions against 68 individ-
uals and companies for allegedly engaging in various types of fi-
nancial reporting fraud.” And then it goes on to say “In any event,
I thought that you might be interested in seeing the sorts of prac-
tices that the SEC has been focusing its attention on.”

And then the attached memo from the SEC says: “Together”, and
it is talking about these enforcement actions, “these actions allege
a variable cookbook of recipes for fraudulent accounting and report-
ing, including” and then it lists a whole bunch of things including
as some of the things that we now know happened with
HealthSouth. Things like creation of fictitious invoices, back dating
of agreement, reporting of expenses as capital assets, over valu-
ations of inventory.

So I guess my question to you is if you had not heard of any alle-
gations of accounting abuses before then, why on earth did you
send the CFO and the controller this memo?

Mr. HorTON. I think, you know, if you look back at my cor-
respondence over the years that I was at HealthSouth, you will
find that not infrequently if the SEC announced something that it
regarded as a significant development, I would circulate it to peo-
ple that I thought would be interested in it.
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Ms. DEGETTE. Oh, okay. So this was just part of your routine
correspondence with the senior management of the company?

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. How many times would you say you sent memos
like this out?

Mr. HORTON. I could no give you an accurate number. If you go
back in—-certainly in the period 2001/2002 when the SEC was
doing a significant amount of pronouncing, if you will, on financial
reporting and management discussion and analyses and filings and
that sort of thing, I think you will find several things that I pro-
vided to people in connection with regulation——

Ms. DEGETTE. Well, what about in 19—I think you said you
started in 19947

Mr. HORTON. Yes, ma’am.

Ms. DEGETTE. What about the period 1994 to 2001?

Mr. HORTON. Again, I mean there is no magic to the number. But
you will go back and I think you will find—you will find these sorts
of things going back pretty much the whole period of time that I
was with the company. It is one of the things that I did.

Ms. DEGETTE. Thank you.

Mr. GREENWOOD. The Chair thanks the gentlelady.

The chair thanks the witnesses for your willingness to come here
today and for your testimony. I know it has been a long day.

As far as I can tell, this the tragic case, another tragic case
where a company that had lots of potential filled with thousands
of honest, good employees had a leadership at the top that was cor-
rupt. And it is evidenced at least by the five CFOs that have al-
ready plead guilty, 10 other senior executives having plead guilty.
Mr. Scrushy still maintains his innocence. And we will be watchful
of how that turns out.

This will play itself out in the courts. And we wish the company
well. We think the company has new management that is going to
do its level best to bring this company into a new and brighter era,
in that the company will be vital and that the employees will con-
tinue to provide the services that they do out in those little clinics
to people who are in pain, which is what a company like this
should have been focused on.

I imagine some of the witnesses, including probably all of you,
will wind up giving your testimony in a court of law before this
over. I wish you well on that.

And I enter into the record a “Wall Street Journal” article from
yesterday, entitled “Scrushy Claims FBI Agent is Close to Witness”
and it talks about what we have talked about here with regard to
the taped conversations. But it also says this: “Earlier this month
Mr. Scrushy’s attorney, Richard Dean, Jr. a well respected U.S. at-
torney who works in the Atlantic office of Jones Day, became more
involved in Mr. Scrushy’s defense. Donald V. Watkins, a Bir-
mingham attorney who directs Mr. Scrushy’s defense says the legal
team has held focus groups to test how a jury might react to any
dirt they may have on the 15 former HealthSouth executives who
have agreed to plead guilty in connection with the case and others
who might testify against Mr. Scrushy. Mr. Watkins, the lead at-
torney for Mr. Scrushy, says such details are fair game for public
disclosure. “Human beings make mistakes in life. Some as a result
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of negligence, other as a result of lifestyles, intentional acts of de-
ception. It is our job to find out who these people really are” Mr.
Watkins said. This case has everything in it. It has mystery. It has
got sex. It has got death. And it is high stakes. It is a real life
drama being played out on a daily basis before a national audi-
ence.”

So those are the tactics to which Mr. Scrushy is prepared to go
in his defense. And I wish you well in dealing with those kinds of
tactics when this matter goes to court.

Thank you again.

And the subcommittee is adjourned.

[Whereupon, at 4:08 p.m., the subcommittee was adjourned.]

[Additional material submitted for the record follows:]
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Tab Document Description Date
Board of Directors Documents
1 Unanimous Written Consent in Lieu of Meeting of Board of Directors 21412002
2 |Corporate Compensation Committee Minutes 412912002
3 |Corporate Compensation Committee Minutes 712512002
4 |Corporate Compensation Committee Minutes 713112002
5 |Corporate Compensation Committee Minutes 9/2/2002
6 |Corporate Compliance Committee Minutes (includes handwritten notes) 3/15/2002
7 |Board of Directors Meeting Minutes 8/8/2002
8 |Board of Directors Handwritten Meeting Minutes 8/8/2002
9 [Board of Directors Meeting Minutes 8/26/2002
10 |Board of Directors Handwritten Meeting Minutes 8/26/2002
11 {Board of Directors Meeting Minutes 8/30/2002
12 {Board of Directors Meeting Minutes 9/17/2002
13 1Board of Directors Meeting Minutes 10/1/2002
Fulbright & Jaworski Memo tfo Bill Horton Re: Recollection of Proceedings of October
14 {22, 2002 Board of Directors Meeting 3/6/2003
Lanny Davis Letter to Richard Scrushy Re: Board of Directors Minutes of October 22,
15 12002 Executive Session Meeting 2/14/2003
Richard Scrushy Documents
16 [Richard Scrushy Stock Sales no date
17 |Fulbright & Jaworski Documents Relating to Stock Sales by Richard Scrushy no date
18  |Malcom McVay Plea before US District Court of Northern District of Alabama 5/1/2003
19 {Michael Martin Plea before US District Court of Northern District of Alabama 5/1/2003
20  jWiliam Owens Guilty Plea before US District Court of Nortern District of Alabama no date
21 |2001 HealthSouth Executive Compensation (Proxy Statement) 4/14/2000
22 {Employment Agreement 4/1/1898
23 {Owens E-mail to Scrushy with attachment of DOJ Powerpoint Slides 2/1/2002
24 |Richard Scrushy E-mail to Daut Re: Current Stock Action 10/14/03
25  |Hal Hirsch E-maif Re: Release of Fulbright Report on October 23, 2002 10/21/2002
26 1Jones Day Letter to Energy and Commerce with Richard Scrushy's REesponse 10/7/2003
27 |HeaithSouth Teleconference - Third Quarter 2002 Financial Resuits 11/5/2002
Steve Schiatter Documents
28 |Steve Schiatter E-mail Exchange with Jon Santini Re: HCAP-HCFA Group Therapy  |4/23-26/2001
29 |Steve Schiatter E-mail to Walt Jimenez Re: HCAP-HCFA Group Therapy 4/30/2001
30 iSteve Schiatter E-mail to Bill Schmidt Re: APTA Discussion 5/2/2001
31 [Steve Schiatter E-mail Exchange Re: Stonewalied on Group Therapy 5/10-17/01
Martin Cohen Documents
Martin Cohen Memo to Bill Owens Re: Fulbright & Jaworski Report- Open ttems and
32 iFollow-up Questions From Earnings Announcement 11/6/2002
Weston Smith's Projected Effect of Outpatient Reimbursement Changes on Net
33 |Revenue 8/26/2002
FTi Memo to Weston Smith Re: Difference in Company's Analysis on Revenue and
34 |FTI's Numbers 10/31/2002
35 |FTIE-mail to Lanny Davis Re: FTI's Fee Estimate for Remaining Tasks 11/12/2002
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36 |FTi Consuiting Memo to Fulbright & Jaworski Re; HealthSouth Draft Report 11/5/2002
Teresa Sanders Documents
Series of Ernst & Young Correspondence to Aaron Beam & Teresa Sanders Re: "The
37 [Program” 2/14/1996
38 |Teresa Sanders E-mail to Bill Horton Re: Outpatient Audits 1996-1998 12/9/1998
39 12001 and 2002 Proxy Statements: Excerpts RE: Audit Fee Disclosures 2001/2002
40 |Teresa Rubio Memo to Richard Scrushy Re: Ernst & Young Evaluation Program 114/1996
41 |HealthSouth Pristine Factor Surveys 3/29/1996
"Why the HealthSouth Pristine Audits should not be considered Internal Audit
42  |Services" no date
43 12001 and 2002 HealthSouth Audit Fees to Emnst & Young no date
44 12000 and 2001 HealthSouth Audit Fees no date
Michael Vines Documents
45  |Vines Posting in Investor Chat Room no date
46 Emnst & Young Review of Michael Vines' Allegation no date
47 [Rebecca Kay Morgan before US District Court of Northern District of Alabama 4/3/2003
‘Wail Street Journal Article Titled "Accountant Tried In Vain To Expose HealthSouth
48 (Fraud" 5/20/2003
Brandon Hale Documents
49 [Employee Bonuses for 2001 and 2002 no date
50 {Scrushy E-mail to Hale Re: Signing Board of Directors Minutes 12/19/2002
51 |Appointment Re: Make sure RMS signs Mottola Stock 4/18/2002
52 iJoel Gordon Fax Transmittal to Bradon Hale Re: Board Minutes 3/12/2003
53 |Bob May Memo to George Strong Re: 10 K Signature(s) 2003 3/12/2003
54 1Bob May Memo to Brad Hale & Bill Horton Re: Minutes 3/12/2002
55 {Bob May E-mail to Jason Hervey Re: Minutes 12/20/2002
James Goodreau Documents
56 |Jim Goodreau E-mail to File Re: Shredder Documents in Fifth Floor File Room 10/3/2002
57 |William Horton E-mail to Chuck Stark Re: Security Cameras in Elevators 12/6/2002
Jim Goodreau Email to Richard Scrushy Re: Come to 5th floor. Hang out with Mary
58 |and follow joel as he goes in and out. See what he is doing. Rs 12/12/2002
59 |Les Moore Memo to Jim Goodreau Re: Jean Davis Files 3/25/2003
60 |Jim Goodreau E-mail to Richard Scrushy Re: Document Shredding 10/4/2002
Fuibright & Jaworski Documents
61 [Fulbright & Jaworski Letter to Board of Directors: Updating Board on Their Work 10/1/2002
62  |Fulbright & Jaworski Letter to Board of Directors Re: Updating Board on Their Work 10/21/2002
63  |Fulbright & Jaworski Letter to Board of Directors Re: Destruction of Documents 10/29/2002
Fulbright & Jaworski Letter to Board of Directors Re: Disclosing they found nothing
that established Scrushy was aware of Transmittal 1753 at the time of his sale of
64 [HealthSouth common stock 10/29/2002
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Pristine Audits Documents

65 |HealthSouth Corporation Fees / WSJ Article Titled "What Ernst Did For HealthSouth?" | 6/11/2003
William Horton Documents
66 |Reed Smith Presentation to DOJ Re: Outpatient Physical Therapy Dec-01
67 IMemo from Fleeced Shareholder Re: HealthSouth / Emst & Young 11/12/1998
68 |Eli's Rehab Report 5/28/2001
69  |Willlam Horton Activity Report 6/17/2002
70 |Wililam Horton Email to Larry Taylor Re: Group Code 6/18/2002
71 {Reed Smith Email to Willlam Horton Re: Group Therapy 6/24/2002
72 |Zurek E-mail to Nantz Re: Group Code Roli Out 6/25/2002
73 |E-mail Re: Group Therapy / Rick Schmitt 6/26/2002
74 {William Horton E-mail to Susan Jones Re: Group Code 6/26/2002
75  [William Horton E-mail to Jones et al. Re: Transmittal 1753 6/28/2002
76 |William Horton Memo Re: Group Therapy 8/28/2002
77 {Zurek E-mail to Nantz Re: Group Code Update 6/28/2002
Jones E-mail to 1P Market Leaders Re: Meeting with CMS for Group Therapy
78 {Clarification 71212002
79 {William Horton E-mail to William Owens Re: Tom Fox/Scott Hasselman 71712002
Thomas Fox E-mail to William Horton Re: HealthSouth Congressional Strategy on
80 {Group Therapy 712412002
81  {William Horton E-mail to Compensation Committee Re: Info for Meeting 712412002
82 {William Horton E-mail to William Owens Re: Draft Chronology 8/27/2002
83  {William Horton E-mail to Scrushy Re: Questions for Mr. Scrushy 9/5/2002
84 William Herton E-mail to Lanny Davis Re: Thursday Conference Call 9/14/2002
85  Hicks E-mail to William Horton Re: MCD 9/20/2002
86  |William Horton E-mail to Brandon Hale & Weston Re: Audit Committee 9/26/2002
87 {Weston E-mall to William Horton Re: Audit Committee 10/7/2002
88 |William Horton E-mail to Scrushy Re: Board Meeting 12/11/2002
89  {William Horton E-mail to Scrushy Re: Board Meeting 3/5/2003
90 {William Horton E-mail to Esclavon Re: Drafts of Governance Documents 1/6/2003
Watkins E-mail to William Horton Re: Insider Trading Policy from Corporate
91 {Governance Commiittee 1/17/2003
92 {William Horton E-mail to Tadd McVay Re: Source Cail 2/13/2003
93 |Memo from Bill to Bill Re: Personal and Confidential no date
94  1Glen Banks Memo to David Barrack Re: Class Action and Derivative Complaints 9/23/2002
Susan Smith E-mail to OPS - 1P Market Leaders Re: CMS Meetings to Discuss Group
95  {Therapy Definitions 7122002
96 {Bill Horton E-mail Re: Transmittal on Group Therapy 6/6/2002
Kelly Cullison Documents
97 [Compliance Log 4/4/2000
Richard Kusserow Letter to Kelly Cullison Re: Compliance Policies and Procedures
for Roles and Responsibilities for the Compliance Officer, Empioyee Issue Resolution
98 {Process, and Protocois between the Compliance Office and Legal Counsel 12/3/1997
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Richard Kusserow Letter to Kelly Cullison Re: Policies and Procedures for the

99 |HealthSouth Coroporation Compliance Office 1112111997

100 1HealthSouth Compliance Program no date
Miscellaneous Documents

101 |[Teresa Rubio Memo To Ken Livesay and Jack Hawkins Re: Fixed Assets 11/14/1995

102 |Kelly Coleman Testimony from SEC Asset Hearings 4/24/2003
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UNANIMOUS WRITTEN CONSENT
IN LIEU OF MEETING OF THE
BOARD OF DIRECTORS OF Tab 1
HEALTHSOUTH Corporation

FEBRUARY 4, 2002

Pursuant to Section 141(f) of the General Corporation Law of the State of Delaware, the
undersigned, being all of the members of the Board of Directors of HEALTHSOUTH Corporation,
a Delaware corporation (the "Corporation”), do hereby (i) consent to and adopt the following
resolutions as of the date hereof, which resolutions shall have the same force and effect as if adopted
by an affirmative vote at 2 meeting of the Board of Directors duly called and held; (it) waive all
requirements of notice; and (iii) direct that this written consent be filed with the minutes of the

proceedings of the Corporation:

RESOLVED, that the following persons are hereby awarded options under
the Corporation’s 1993 Consultants® Stock Option Plan to purchase that number of
shares set forth following their names below, such options to have an exercise price
of $10.90 per share, being the fair market value of the Corporation’s Common Stock

on the date of grant:
Name Number of Shares
Thomas D. Mottola 250,000
Eric R. Hanson 20,000
Joel Katz 10,000
Swaid N. Swaid, M.D. 50,000

RESOLVED, that the options granted to Thomas D. Mottola are immediately
vested and exercisable as of the date of grant.

RESOLVED, that the options granted to all other persons indicated above
shall vest at the rate of 25% per year, commencing on February 4, 2003.

CON E|
TREATWIENT REQUESTED PW 0000103
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CONFIDENTIAL
TREATMENT REQUESTED

HEALTHSOUTH Corporation Tab 2
Meeting of the Corporate Compensation Committee
April 29, 2002

Minutes

A Meeting of the Compensation Committee of the Board of Directors of
HEALTHSOUTR Corporation (the “Corporation™) was held at the Corporation’s offices in
Birmingham, Alabama on April 19, 2002.

The following members were present: Larry D.Striplin, Jr., Phillip C. Watkins, M.D.,
and John S. Chamberlin. The following guests were also present: William T. Owens, President
and Chief Operating Officer of the Corporation and Brandon O. Hale, Senior Vice President,
Administration and Secretary of the Corporation. Messrs. Owens and Hale were present at the
Corporation’s offices and all others participated via a telephonic connection.

Mr. Striplin acted as Chairman and Mr. Hale acted as Secretary. The Meeting was
called to order by Mr. Striphin at 11:00 AM CDT.

Members of the Committee had been provided with Management’s recommendation
for bonuses 1o be awarded to the Corporation’s Executive Officers. {Copy attached to these
minutes) Mr. Striplin asked if Committee Members had reviewed the list and asked for
discussion. Mr. Chamberlin made a Motion to approve as submitted and Dr. Watkins seconded
the Motion. The Motion was approved unanimously by the Committee.

Mr. Owens advised the Committee that the Company had exhausted its efforts to find a
way to extend Mr. Scrushy's options which expire in May 2002. Mr. Owens stated that there
were no good choices to consider and Mr. Scrushy may have to sell shares in the market.

There being no further business to transact, the Meeting was adjourned.

Brandgh O. Hfle
Senior Vice President, Administration
and Secretary

o I

“Larry DY/ Striplin, Jr.p/
Chairman, Compensation Committee
of the Board of Directors

HHEC 18-01837
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T TS OISt uy

Name

DUpaTIme ™ Pravicus e
Number Title nt Peoft Pay Current Pay  increase %
Scrushy, Richard M.
Oweons Willam T.  421-92-9618 President &8 COOHSC & Dt 9000000C 500,000.00 800.000.00 300,000.00 60.00%
Taylor Lany D. 135.56-3483 President & COO 9410010C 450,000.00 490,000.00 40,000.00 B8.69%
Foster,Patrick 419.60-4702 President & COO 9430010C 450,000.00 490,000.00 40,000.00 8.89%
Carman,Thomas W 056-38-6771 EVP Corp Development 9100000C 360,000.00 390,00000  30,000.00 8.33%
Smith,Weston t. 416-64-8836 EVP CFO 9000000C  300,000.00 32500000 25,000.00 8.32%
McVay Malcolm E.  423-82-7827 EVP & Treasures 9020000C 260,0600.00 260000060 2000000 71.69%
Hale,Brandon O. 422.66-9495 SVP Administralion 9050000C 290,000.00 320,00000 30,000.00 10.34%
Jones Susan M. 420-08-1211 SVP Finance - Reimbutsement 9640000C 200,000.00 21500000 15,000.00 1.50%
Horfon Willlam W,  418-74.5437 EVP 8 Corporate Counsel 9200000C 300,000.00 33000000 30,000.00 10.00%
[m}
i
28
23
T
Z W
R .
T‘
A

=

IRE ATW

2001 Bonus

$6,500.000.00
$1.500,000.00
$500.000.00
$500.000 00
$75,000.00
$100.000.00
$100.000.00
$75.000.00
$60,000.00
$100.000.00

2002 Bonus

10,000.000 00
2.000.000.00
600,000.00
600.000.00
250,000.00
400,000.00
175,000.00
100.000.00
125.000.00
150,000.00

HHEC 18-01838
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~"  CONFIDENTIAL
TREATMENT REQUESTED

HEALTHSOUTH Corporation
Meeting of the Corporate Compensation Committee

July 25, 2002
Tab 3

Minutes

A Meeting of the Compensation Committee of the Board of Directors of
HEALTHSOUTH Corporation {the “Corporation”) was hetd at the Corporation’s offices in
Birmingham, Alabama on July 25, 2002.

The following members were present: Larry D. Striplin, Jr., Phillip C. Watkins, M.D,,
and John S. Chamberlin. The following guests were also present: Brandon O. Hale, Executive
Vice President, Administration and Secretary of the Corporation and William W. Horton,
Executive Vice President and Corporate Counsel of the Corporation. Messrs. Hale and Horton
were present in the Corporate office and all others participated via a telephonic connection.

Mr. Striplin acted as Chairman of the Meeting and Mr. Hale acted as Secretary.
Mr. Striplin called the meeting to order at 9:03 AM CDT.

The purpose of the Meeting was for the Compensation Committee of the Board of
Directors to consider Mr. Scrushy’s request to repay the principal amount of his loan under the
1999 Executive Equity Loan Plan by transferring to the Company HEALTHSOUTH shares
with a value equal to the principal amount. The accrued interest on the loan was paid in cash
by Mr. Scrushy in June 2002.

Mr. Horton advised the Compensation Committee that Mr. Scrushy’s request to repay
the principal amount of his loan with this transaction would require the Commitiee’s
ratification. Mr. Horton further advised the Committee that the transaction would accomplish
three significant things. It would satisfy Mr. Scrushy’s loan and eliminate the last significant
loan under the 1999 Plan to an executive officer, it would allow the Company to acquire over
two million shares as a part of the buyback effort without any additional cash outlay and it
would likely reduce the depressive effect that would result if Mr. Scrushy sold shares for cash
in a down market.

The Committee members agreed that the repayment of Mr. Scrushy’s loan would be a
positive event and that they should consider approval to repay the loan by transfer of stock
back to the Company in an amount equal to the principal amount. After discussion among the
Committee Members and Mr. Horton regarding the effective date of the transfer of shares back

HHEC 18-01841
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— - CONFIDENTIAL
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to the Company and the method fo.liaet:!f‘x;rmﬁmg the share price for the transfer the Committee
decided not to act upon the request until Mr. Striplin had an opportunity to discuss these issues
with Mr. Scrushy. The Committee agreed to reconvene at a later date.

Brandon/0!
Executive Vice President, Administration
and Secretary

o b5

Larry D. StriplipgJr. g~
Chairman, Compensation Committee
of the Board of Directors

HHEC 18-01842
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T " CONFIDENTIAL
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HEALTHSOUTH Cerporation
Meeting of the Corporate Compensation Committee

July 31, 2002

Tab 4
Minutes

A Meeting of the Compensation Committee of the Board of Directors of
HEALTHSOUTH Corporation (the “Corporation™) was held at the Corporation’s offices in
Birmingham, Alabama on July 31, 2002.

The following members were present: Larry D. Striplin, Jr., Phillip C. Watkins, M.D..
and John S. Chamberlin. The following guests were also present: Brandon O. Hale, Executive
Vice President, Administration and Secretary of the Corporation and William W. Horton,
Executive Vice President and Corporate Counsel. Messrs. Hale and Horton were present in the
Corporate office and all others participated via a telephonic connection.

Mr. Striplin served as Chairman of the Meeting and Mr. Hale served as Secretary.
Mr. Striplin called the Meeting to order at 2:00 PM CDT.

The purpose of this Meeting was to further consider Mr. Scrushy’s request to
repay the principal amount of his loan under the 1999 Executive Loan Plan by
transferring to the Company HEALTHSOUTH shares with a value equal to the principal
amount.

After reviewing the discussion at the July 25 meeting and having further
discussion, Committee members agreed to approve the repurchase of shares from Mr.
Scrushy to repay the principal of his loan effective July 31, 2002 at a share price
established by using an average between the high and low trade price on Jyly 31, 2002.

/7

Brandon (. Ha
Executive Vice President, Administration
and Secretary

Chairman, Compensation Committee
of the Board of Directors

HHEC 18-01839
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HEALTHSOUTH Corporation

Meeting of the Corporate Compensation Committee

September 2, 2002

Tab §
Minutes

A Meeting of the Compensation Comumittee of the Board of Directors of
HEALTHSOUTH Corporation {the “Corporation™) was held at the Corporation’s offices
in Birmingham, Alabama on September 2, 2002.

The following members were present: Larry D. Striplin, Jr.,, Phillip C. Watkins,
M.D,, and John S. Chamberlin. The following guest was present: Brandon O. Hale,
Executive Vice President, Administration and Secretary of the Corporation.

Mr. Hale was advised by Mr. Striplin that he discussed via telephone the
following salary changes for Mr. Scrushy and Mr. Owens. Mr. Striplin stated that the
changes were approved unanimously by the Committee to be effective September 2,
2002.

Richard M. Scrushy, Chairman of the Board
Salary $1,200,000/year
Target Bonus $1,200,000/year

William T. Owens. Chief Executive Officer
Salary $1,200,000/vear
Target Bonus S 600,000/year

Brandoj] 0. Hde
Executive Vice President, Administration
and Secretary

, Compensation Committee
of the'Board of Directors

HHEC 18-01840
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HEALTHSOUTH Corporatien
Meeting of the Corporate Compliance Committee
March 15, 2002

Minutes

A Meeting of the Corporate Compliance Committee of the Board of Directors of
HEALTHSOUTH Corporation (the “*Corporation™) was held at the Disney Coronado
Springs Resort in Orlando, Florida on March 135, 2002.

The following members were present: Joel C. Gordon, Phillip C. Watkins, M.D.,
Charles W. Newhall, I1I and Brandon O. Hale, Senior Vice President and Corporate
Compliance Officer of the Corporation. The following guests were also present: Richard
M. Scrushy, Chairman of the Board and Chief Executive Officer of the Corporation,
William T. Owens, President and Chief Operating Officer and Director of the
Corporation, William W. Horton, Executive Vice President and Corporate Counsel of the
Corporation and Thomas C. Fox with the law firm of Reed, Smith, Shaw and McClay.
Mr. Fox participated in the Meeting via a telephonic connection.

Mr. Gordon acted as Chairman of the Meeting and Mr. Hale acted as Secretary.
The Meeting was called to order by Mr. Gordon at 8:23 AM EST.

DOJ CASE UPDATE

Mr. Gordon opened the Meeting and Mr. Horton introduced Mr. Fox with Reed,
Smith, Shaw and McClay to the group and asked him to give the Committee an update on
the Manning v. HEALTHSOUTH whistleblower case. Mr. Fox provided the Commitiee
with a summary of the facts and an overview of the procedural issues involved in the
case. Mr. Fox advised the Committee that after two and one half years of study and
research on the case he feels that there is no basis for the claim being made against
HEALTHSOUTR. Additionally, Mr. Fox felt that the Corporation’s position is very
strong and stated that the HEALTHSOUTH model on physical therapy is the business
model of the world on physical therapy., The Commitiee was given an opporiunity to
question Mr. Fox regarding all issues in the case.

COMPLIANCE REPORT

Mr. Hale presented to the Committee an update on Compliance Program
activities. He reviewed a summary of the Compliance Hotline, Compliance Department
initiatives for the first quarter 2002 and outlined the schedule for the 2002 HCAR
Program and provided results of the HCAR audits for 2001, Mr. Hale also updated the

HHEC 388-0691
Confidential Treatment
Requested by HealthSouth Corp-
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Committee on the audit requirements of the Corporate Integrity Agreement which are
being conducted by KPMG.

OTHER BUSINESS

Mr. Hale proposed one change to Policy #302 in the Corporate Compliance
Policy and Procedure manual changing the requirement for refresher training from a two
year required refresher training to an annual required refresher training (Copy Attached).
Mr. Hale also proposed the addition of Policy #203 Sanction Policy (Copy Attached).
Both the change to Policy #302 and the addition of Policy #203 of the Corporate
Compliance Policy and Procedure manual were unanimously approved by the
Committee.

There being no further business fo transact, the Meeting was adjouned at 8:58
AM EST.

Brandon O. Hale, Secretary

Joel C. Gordon, Chairman

Phillip C. Watkins, M.D.

Charles W. Newhall, 111

HHEC 388-0692

Confidentisl Treatment
Requested by HealttiSouth Corp.
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HEALTHSOUTH Corporation
Meeting of the Corporate Compliance Committee
March 15, 2002

Minutes

A Meeting of the Corporate Compliance Committee of the Board of Directors of
HEALTHSOUTH Corporation (the “Corporation”) was held at the Disney Coronado
Springs Resort in Orlando, Florida on March 15, 2002.

The following members were present: Joel C. Gordon, Phillip C. Watkins, M.D.,
Charles W, Newhall, 111 and Brandon O, Hale, Senior Vice President and Corporate
Compliance Officer of the Corporation. The following guests were also present: Richard
M. Scrushy, Chairman of the Board and Chief Executive Officer of the Corporation,
William T. Owens, President and Chief Operating Officer and Director of the
Corporation, William W. Horton, Executive Vice President and Corporate Counsel of the
Corporation and Thomas C. Fox with the law firm of Reed, Smith, Shaw and McClay.
Mr. Fox participated in the Meeting via a telephonic connection.

Mr. Gordon acted as Chairman of the Meeting and Mr. Hale acted as Secretary.
The Meeting was called to order by Mr. Gordon at 8:23 AM EST.
5 D03 cwe Lpkie
Mr. Gordon opened the Meeting and Mr. Horton introduced Mr. Fox with Reed,
Smith, Shaw and McClay to the group and asked him to give the Committee an update on
f\["‘}y the Manning v. HEAL ”§‘OUTH whistleblow#'tase. Mr. Fox provided the Commitiee
A)J with a summary of the and an overview of the procedural issues involved in the

case. Mr. Fox advised the Committee that after two and one half years of study and
Fi ¢ case he feels that there is no basis for the claim, being made againsl/n wned
HEALTHSOUTH ?Mr. Fox felt that the Comora(ion%ee-@gz%:&wﬁgpeﬁz»aﬁi_ ~7

S‘{“‘kj soneurred that the HEALTHSOUTH model on physical therapy is the business model of
the world on physical therapy. The Commitiee was given an opportunity 1o question Mr.
Fox regarding all issues in the case.

COMPLIANCE REPORT

Mr. Hale presented to the Committee an update on Compliance Program
activities. He ‘Wedivity summary of the Compliance Hotline, Compliance
Department initiatives for the first quarter 2002 and outlined the schedule for the 2002
HCAR Program and provided results of the HCAR audits for 2001. Mr. Hale also
updated the Committee on the audit requirements of the Corporate Integrity Agreement
which are being conducted by KPMG.

HHEC 388-0693

Confidentisl Treatment
Reguested by HexlithSouth Corp.
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OTHER BUSINESS d
P’“ o ad

Mr. Hale proposed one change to Policy #1302 in the‘Compliance Offce Policy
and Procedure# manual changing the requiremegit for refresher training from a two year
required refresher training to #equired annualfefresher training (Copy Attached). Mr.
Hale also proposed the addition of Policy #203 Sanction Policy (Copy Attached). Both
the change to Policy #302 and the addition of Policy #203 of the Corporate Compliance
Policy and Procedures manual were unanimously approved by the Committee.

There being no further business to transact, the Meeting was adjourned at 8:58
AM EST.

Brandon O. Hale, Secretary

Joel C. Gordon, Chairman

Phillip C. Watkins, M.D.

Charles W. Newhall, Ii}

HHEC 388-0694
Confidential Treatment
Requested by HealthSouth Corp.
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Tab 7

HEALTHSOUTH Corporation
MEETING OF THE BOARD OF DIRECTORS
AUGUST 8, 2002
MINUTES

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation™)
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a
‘Waiver of Notice dated August 8, 2002, a copy of which is attached to these Minutes.

The following Directors were present, constituting a quorum: Richard M. Scrushy, Chairman
of the Board and Chief Executive Officer of the Corporation, William T. Owens, President and Chief
Operating Officer of the Corporation, John 8, Chamberlin, C. Sage Givens, Joel C. Gordon, Charles
W. Newhatl IT1, Larry D. Striplin, Jr., George H. Strong and Phillip C. Watkins, M.D. The following
guests were also present: Brandon O. Hale, Executive Vice President - Administration and
Secretary, Malcolm E. McVay, Executive Vice President and Treasurer of the Corporation, Weston
L. Smith, Executive Vice President and Chief Financial Officer of the Corporation, W. Greg Smith,
Vice President — Internal Audit of the Corporation, and William C. McGahan, Roderick O'Neill,
Scott Wollard and Hugh O’Hare of UBS Warburg LL.C. With the exception of Dr. Watkins,
everyone was physically present in the Corporation's Board Room. Dr. Watkins participated via a

telephonic connection whereby everyone could freely hear and speak to one another.

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as
Secretary.

The Meeting was called to order by Mr. Scrushy at 11:05 a.m. CD.T.
Internal Audit Report
Mr. Scrushy asked Mr. Greg Smith to give the Board an update on the Corporation’s internal

audit program. Mr. Smith reviewed with the Board the number and type of audits which had been
conducted year-to-date. Mr. Smith also discussed the results of the billing review required by the

CONFIDENTIAL
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Corporate Integrity Agreement, reviewed the Internal Audit Department’s involvement with the
HCAR program and responded to questions from the Board.

Compliance Report

Mr. Gordon and Mr. Hale preserited to the Board an update on the Corporate Compliance
Program. Mr. Hale presented statistics from the Compliance Hotline, reviewed the Corporation’s
compliance training activities and announced to the Board that KPMG had completed its audit of
year one under the Corporate Integrity Agreement and that HEALTHSOUTH had met all
requirements of the Corporate Integrity Agreement.

Mr. Gordon advised the Board that the Corporate Compliance Committee was reviewing the
gift policy provisions in the Standards of Business Conduct manual and would make a

recommendation on revised language at a subsequent meeting.
Treasury Review

Mr. McVay presented to the Board a review of Treasury activities. He highlighted the new
$1,250,000,000 bank facility and the refinancing of $207,000,000 in synthetic leases. He discussed
the Corporation’s strong liquidity position, indicating that the Corporation had no off-balance sheet
financing issues and no significant maturities until 2007. Mr. McVay stated that the Corporation’s
refinance plan goals had been met. He completed his review with an overview of investor relations
issues, including the top ten holders of HRC, current analyst coverage and target list for new

coverage.
Financial Review
Mr. Smith led the Board through areview of the Corporation’s financial performance for the

second quarter of 2002. He presented overall results from the income statements and highlighted
key financial indicators by operating division.

14
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Chairman’s Review

Mr. Scrushy began his presentation with a brief history of HEALTHSOUTH and its
competitors. He then led the Board through an evaluation of the surgery center business and
discussed a possible strategy for spinning out or splitting off the surgery division. At that time
Mr. Scrushy invited Mr. McGahan and his associates to join the meeting and to present to the Board
a detailed analysis of a strategic plan to spin or split the surgery division (Project Crimsen). In
addition to the analysis provided by UBS Warburg, Mr. Scrushy presented to the Board a proposed
management structure for the surgery company and identified individuals for all key executive
positions. Mr. Scrushy also stated his desire to move into the Chairman of the Board position of
both HEALTHSOUTH and the new surgery company, and recommended William T. Owens be
promoted to Chief Executive Officer of HEALTHSOUTH, such promotion to be effective at such
time as the Board approved a plan with respect to the surgery division. Mr. Scrushy also
recommended that Malcolm E. McVay be promoted to Chief Financial Officer in order to allow

Weston L. Smith to focus all of his attention on the proposed surgery center transaction.

Upon motion duly made by Mr. Striplin and seconded by Mr. Chambexlin, the following
resolution was unanimously adopted:

RESOLVED, that the following persons are hereby appointed to the offices
set forth following their names below, to serve until the next Annual Meeting of the
Board of Directors of this Corporation and until their successors are duly elected and
qualified, or until their earlier death, resignation or removal, such appointment to be
effective at such time as the Board of Directors give preliminary approval to a
strategic transaction invelving the Corporation’s surgery center division, or as
otherwise directed by the Board of Directors:

e Name Title
William T. Owens President and
Chief Executive Officer
Malcolm E. McVay Executive Vice President
and Chief Financial Officer

Mr. Scrushy then advised the Board that the Corporation had obtained a copy of a CMS
transmittal which appeared to change regulations for payment of group and concurrent therapy for
outpatient medicare reimbursement. Mr. Secrushy stated that the Corporation’s reimbursement

-3.
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department was initially advised by Blue Cross/Blue Shield of Alabama, the Corporation’s Medicare
intermediary, that the transmittal did not apply to HEALTHSOUTH’s outpatient therapy business.
Mr. Owens then joined the discussion and advised the Board that in seeking additional clarification
to the transmittal, HEALTHSOUTH reimbursement officials scheduled a meeting with CMS in
Washington in July, and after that meeting reimbursement officials left Washington with more
questions than answers and were still unclear of the intent and possible impact of the transmittal.

Mr. Scrushy advised the Board that the Corporation was still seeking answers and
clarification so as to assess the fmpact on revenue-and announce it if necessary. Mr. Scrushy
recommended, and the Board concurred, that management should again meet with CMS in
Washington as soon as possible to obtain further clarification and assess the impact on the
Corporation.

Mr. Scrushy then advised the Board that he had repaid his loan under the 1999 Executive
Loan Plan by transferring to the Company HEALTHSOUTH shares with a value equal to the

principal amount of the loan and paying interest owed in cash.

There being no further business to transact, the Meeting was adjourned.

g:)i/on O. Hale
Executive Xice Pfesident — Administration
and Secretary

w0 (D

“Richard M. Scrushy
Chairman of the Board
and Chief Executive Officer

HS-71306.1
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HEALTHSOUTH Corporation
WAIVER OF NOTICE

We, the undersigned, constituting all the members of the Board of Directors of
HEALTHSOUTH Corporation, a Delaware corporation, do hereby waive notice of the time, place
and purpose of the Meeting of the Board of Directors of HEALTHSOUTH Corporation to be held
on August 8, 2002, at 11:00 a.m. C.D.T., and we consent to the transaction of such business as may

properly become before said Meeting,

DATED the 8th day of August, 2002.

Richard M. Scrushy Phillip C. Watkins
C. Sage Givens Joel C. Gordon
Charles W. Newhall, III Larry D. Striplin, Jr.
John S. Chamberlin Willilam T. Owens

George H. Strong

HS-71306.1
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Tab 9

HEALTHSOUTH Corporation
MEETING OF THE BOARD OF DIRECTORS
AUGUST 26, 2002
MINUTES

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”)
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a
Waiver of Notice dated August 26, 2002, a copy of which is attached to these Minutes.

The following Directors were present, constituting 2 quorum: Richard M. Scrushy, Chairman
»>fthe Board and Chief Executive Officer of the Corporation, Witliam T. Owens, President and Chief
Dperating Officer of the Corporation, Joel C. Gordon, Phillip C. Watkins, M.D., Larry D. Striplin,
Ir., George H. Strong, John S, Chamberiin and C. Sage Givens. The following guests were also
sresent: Brandon O. Hale, Executive Vice President — Administration and Secretary, Malcolm E.
McVay, Executive Vice President and Treasurer of the Corporation, Weston L. Smith, Executive
Vice President and Chief Financial Officer of the Corporation, William W. Horton, Executive Vice
President and Corporate Counsel of the Corporation, and Larry D. Taylor, President and Chief
Operating Officer — Ambulatory Services of the Corporation, William McGahan, Rod O’Neill, Hugh
J’Hare, Scott Wollard, John Wagner and Rick Leaman of UBS Warburg, LLC, and Samuel H.
McGarr and Tom Avent of KPMG. With the exception of Mr. Leaman, everyone was physically
sresent in the Corporation's Board Room. Mr. Leaman participated via a telephonic connection

whereby everyone could freely hear and speak to one another.

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as
Secretary.

The Meeting was called to order by Mr. Scrushy at 4:00 p.m. C.D.T.
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Project Crimson Strategic Alternatives Discussion
UBS Warburg Presentation

Mr. Scrushy asked Mr. McGahan and his associates to lead the Board through a strategic
alternative discussion on Project Crimson. UBS Warburg began with a review of a segment
vatuation and a discussion of ways to improve business focus by considering several alternatives,
including the sale of the diagnostic facilities combined with the split off of the surgery centers, the
sale of the surgery cénters, the spin-off or split-off of the surgery centers (with or without IPQ) and
the sale of the diagnostic facilities. UBS Warburg then presented to the Board a debt analysis and
discussed how the current debt profile impacted the alternatives being considered. In closing,
Mr. McGahan and the UBS Warburg team presented a sumnmary of the timeline of events to take

place and led a discussion of the key separation decisions that needed to be made by the Corporation.

KPMG Opinion

Mr. Scrushy requested Mr. McGarr and Mr. Avent give their opinion on whether there is 2
justifiable business reason for either the spin off or split-off of the surgery division, thus allowing
a tax-free transaction. Mr. Avent responded that he is very comfortable that there are several
justifiable business reasons for the spin-off or split-off transaction which would allow a tax-free

transaction to be effected.
CMS Transmittal 1753

Mr. Scrushy asked Mr. Owens to review with the Board the timeline of events resulting from
CMS Transmittal 1753. Mr. Owens stated that CMS Transmittal 1753 was posted to Part B carriers
only on May 17, 2002 and the Corporation received a copy of the Transmittal from a third party in
early June. The Corporation forwarded a copy to Blue Cross of Alabama (the Corporation’s fiscal
intermediary), who advised the Corporation that the Transmittal did not apply to HEALTHSOUTH.
The Corporation requested a formal letter from Blue Cross of Alabama. After not having received
one, a meeting was scheduled for July 18, 2002 with CMS and reimbursement representatives from
HEALTHSOUTH. That meeting generated more questions than answers. Mr. Owens stated that
he had believed the Transmittal might apply to the Corporation’s outpatient services in freestanding

_92.
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outpatient centers. He informed Mr. Scrushy on August 6 that it might apply to such services in
freestanding outpatient centers and the impact could be $15,000,000 - $20,000,000. Mr. Scrushy
stated that he had advised Mr. McVay and subsequently Mr. Owens to go back to CMS for better
clarification. The meeting on August 15 did not answer all questions regarding Transmittal 1753,
but answered enough questions to ailow the Corporation to prepare an analysis of the potential

impact.

Mr. Owens advised the Board that he was comfortable with the chronology of events and that
the Corporation had been working diligently since the August 15 meeting to assess the impact of the

Medicare changes.

M. Scrushy and Mr. Owens advised the Board that the estimated impact on revenue of CMS
Transmittal 1753 would be $175,000,000 per year, and that the Corporation would be putting out
a press release disclosing this on Tuesday, August 27.

SCA Update

Mr. Taylor thanked Messrs. Scrushy and Owens and the Board for their support and made
comments regarding SCA’s management team and updated the Board on current initiatives and

development activities.

All guests left the room at this time for the Board to continue discussions regarding Project
Crimson and CMS Transmmittal 1753. After discussions, the Board, upon motion duly made and
seconded, gave preliminary approval to management to proceed with development of a plan for a
separation transaction involving the surgery center division. There were no votes cast against the
motion. It was noted that the promotions and responsibility changes involving Mr. Owens,
Mr. Smith and Mr. McVay that were approved at the August 8 meeting would become effective as

of this meeting.
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There being no further business to transact, the Meeting was adjourned.

/ TBfakdon O. Hale

o Executive Vice President~ Administration
R ) and Secretary
D
) N
~ Relhifrd M. Scrushy

Chairman of the Board

HS-71307.4
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HEALTHSOUTH Corporation
WAIVER OF NOTICE

We, the undersigned, constituting ali the members of the Board of Directors of

HEALTHSOUTH Corporation, a Delaware corporation, do hereby waive notice of the time, place
and purpose of the Meeting of the Board of Directors of HEALTHSOUTH Corporation to be held
on August 26, 2002, at 4:00 p.m. C.D.T., and we consent to the transaction of such business as may

properly become before said Meeting.

DATED the 26th day of August, 2002.

Richard M. Scrushy Phillip C. Watkins

C. Sage Givens Joel C. Gordon

Charles W. Newhall, Il Larry D. Striplin, Jr.

John S. Chamberlin William T. Owens

George H. Strong
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(&
TREATMENT RegogsTey W 0000149



152

Tab 10

'HHEC293.0465 | |'*
Confidential Trestment .
Requested by HealthSouth Corp. -




153

Loo
8/)6/’2.

fus, wTe  Teg Plhs

LfS, &S, TE, 56

Gued s W, Surd L4l T Ay
b e L 7

Mt = oo A s

Ky
USS = OB A Holn

dogr P LDST

(S  Prose ..[;L,, — g’///”sé"“" I(/'&//' A/m—v

§‘f'r.l-'.‘ x AILmalkJ 0 N

B smd e Al 2% uar

A\’D-m«( C/"‘) T(m,»m L;ltv 911

1 .,‘laM:IL 0rc bhusacs

T

/.'?,4. e ope Q0T sase

8 se. lm.m,( ’mx[fb i\/\/[‘/\} L Zhudd

KPA_L e f’;Jx ’!L 'Y il ‘*‘Ll/ 4 3PS L it i

o Mo G %ﬂ//ﬂ’

D hdis & M oohes
FARME A | 1]

S, . S e e C 293-0466

Confidential Trestment

~ Requested by HeaithSouth Corp- ...



154

Dt Al o
A o St

- MCP'/J( Shodo

—
Pt L 2 i &, e )
i 7

jﬂ:‘M [ Py

——— s —

0756«:)

breede,  Shl o MHleedo

) G L. ol o

P SR AN WY Y,

«S wld e Ao ?f.r\lfhj c~AU chades ¢ Lt/

09111‘41,.:

q) Puvsw oo e hd S;#edkv?

(RS

{770 Tiaulin & s T i

HHEC 293-0467
Confidential Treatment
Requested by HealthSouth Corp-

wr=3 ;) PE Aay 1]

4 We | od Suwe

olal ok

¥

A Lt ,#M/”

Vb gor ch M o /),,:/Z ;

J’ u / & ;l/

A—AZ ﬂz[ F “n;ﬁ"

4 L’ i 1"

S

WA/,
7




155

1,,1 1L MM ,z; 2

ﬂt' c?k, u—u b ‘11971’ J‘lb&:«)!\..—

I Myt
7
i
Susit !l;& Fos— qu‘f T4 *VAL L :72/
usadt Al 5 Hhos
it

D( Y2, Taed

g HHEC 29
’ (_/&/ Con ndmml'ﬁmo:’..ﬁ,

Requested by HealthSouth Corp, ™~

s G AT A

Lagey TMLV _ {‘.Mul p /{{;7“ Teace.
Ay

R P A e W
Y VG




156

Y N | f.,«...j; sar_Chume do sodler

H v
A 7:41.1./ (1)75«-)/ - én/‘ aw:/

5 ”
‘A’ L0, OMF (WSt ()4«\ G
& V4 >

/os-’/»(/ —
7
1
]
l,_".!.-.»v Wi -
Shopoe =
/ Al Gueck iedils Kok JH A
/. oo I oed h cofure
/ ,I.‘Ja‘_rnw
I/
|\ o b s W s S5 Ao soc JAf
\ wedi  So  fo M A Sonrd
< 'A;‘mw)LJ.f
77 “ rsern o= & xé- ot ;l’l/‘l /g-')(w\.
y /IIMMJ mn‘ffi\ A2C. U?‘LJ ;5._,\-.‘#
:I’ At '
]
L'A n' 14 l’/‘:\ HHEC 293-0469 Jo—

Confidential Treatment
. Requested by HealthSouth Corp.




157

”t‘w!&—&ffﬂu it e e e

/ulﬁku) IF ﬁn‘__A:unI }'F’ ﬂ'nw(’-\ -
Aucust, Lb Rsor. —
Lant] ’ T

/ﬂ‘»—ulﬁ)

b Moy Lo foud F Dodes T fllled
[orlor.’LM/ (‘fL/ 'C ‘L‘-vh) adnd ‘ﬂ LA '/L— ,/So,4§q/,_

ﬂﬂlnﬁ\ ot Al (a’}nua[wvlﬁ Fhrees /{7‘.;:1.
Aldan P Sua ’gL o — bhirnee F pidne /Lé/__._-

Boud Mok frwtz  Ams  wro oo pob

JAS Efs  ITse cig

bando WS LML T
b b L Zogo

/(/AP - SM /“-w
(#det/ Jim Ade=t
Lis Walcg - A.'// /“56-‘4»\«

@ QMcll, Hoh 2 e, fc.-tm/.,/{ o Yy
xJ_._,ﬂt/ffluaw.( AMM_.‘:&-.Z‘&#_&) -

Beded M Goedy o dd s Chom oF e
e _.___,dﬁ/__a_-»(__é"_ Gc’.._.g.(.,_,%v~_&,14[ R % R —
Se. >

/ { HHEC 293-0470
: « Treatment
Requested by HesithSouth Corp.




158

- CDT’

b eaiL Cr ge s -ffnvLJ "~ jl/tm{_‘vy‘ Ddcasmne
. %} oA o s "A#

Y . | S 17 _ul,:l »...,.-/f(/» ‘AL« wr/(— aas I/‘wky
S S S e /. T Y Shheyie . Alfend e Ddcwsim.
.___,_._____.__.‘_.n--n_./fyu//' Cr omsen s M “/"(u' ‘5w u-'fL .. PEVI e -
Y -1 .Yejou.)l’ yvlu#é-—y- n.“/{ -1 U Gl S Pﬂb:/.{t,#
A—— ) /37".&-,"4 m,u_‘_kCuJ f-'/r / ,u-)/éh ”ﬁ s
,__‘(ngl.y__fi-...;.f-/,g_.._,_ )~a>‘ﬂ fk{,/f A oF fn?)é
et Sale o Sarpe — [wéu - 2 :2'/
nb( R Sarse (VAvi 4.,-71 Db s «fé J-) s
e 714, sade F. Mrgnddes . Llred e /ww'i/
M__.________’L_ _ﬂ, /5%»1( . Y ﬂv/f dml 3D AJ ‘/‘Jaa.uq/
S WO S ¥ »uCA _47“,4—4 ot
n./,&,«.»‘v J—w-7 Loreas ':‘h-/ e lyinces
-,z—n—— A Samma T ‘/‘L- 7‘)«:—&'«_
et e et o‘}L J?.wdél a/, FYTRXNN ol W /(’.
55?;&444«— :/ccr.xw o e ke __/.r_.__]_é,
R éw/«7 IO c/ur.:) RTINS [{/((
e WJ‘W) feame /kk—vé/ - 5("\»‘\47 J,L___fi.. N
=F {rn . ,_JF Lv%v?é + '/wél /A% . ¢~/ J‘*’/
— e A s 47L 7L /(47( ,.A,.s‘cfcwl{h— .Lca)vx e
e S S SRy . Sy SN

- e HHEC 293-0471 B
- Canfidentia] Trestment :
Requested by HealthSouth Corp.




159

Heéns

Mﬂp Scrn.// l«u ,g:él__ﬁ( A
Mibmr aof Mo ALt et fme o g

’f'fc.‘r TR ﬂ~‘/uld/£«tr M 'ﬂ.k’ o o
1u.dr‘vd~./L éun‘«.u k/u--v 7Dv g?f,v ﬂ;

S N e </Q£ .Q%_,_;ﬁ_ﬂy Q?/J_Ab—__
/dn & /AMM/ - ‘f“.{' 7r 7“"“'.(-"2» /‘4&-

,4.Jm-/' respuodd 'Lﬁb‘tnLiAf—_A___ = /3
vy b Tl o]  SudIA
h(.‘«.u Jrsasest ,ZV ﬂ» K}IJ""O‘\— c,l/, s
»__________f:a:s;z)ézg_u&:v(. wodd Mootk e ALy

Z» b Lrj.:,

C HHEC293-0472  ———
onfidential Ty g
CM ﬂwysju /253 b; hoo méorp‘ .
Mr -fcnul ,1 A—l——'#*——ésml:j‘é{::ﬁgg?b___‘
b lev- gz /llﬂ[ k/l’Z.— Crstb—ad.

{
Iv:vé:a"’"“".. a-.t/tj Mo Dees _fo _scry o

wotl 2o fonid Ao -+1~../~._._a):_s_%ﬁé
»u../;l.\)/_ . ;0,._@_,4,, (ms_ . fm;‘m%{_ﬂm e A Drers
bl At (o P ramsmdlel_I2C)_fo_Carbrin
ot /u.., 1,220 ad ZL_.(_‘ o w o

n)" ‘fL__~ :/’t m’l«/{ __]g':— e __7°<&‘L7duf_____, £

‘__._.q_,___.__,_v{uf N TPV ._._/L—_~[o- 47' 7: // 1273 G
j/nc‘,._.ﬁlp,_47§_.ﬂﬁm_(_o«:..}:: pacnndd > /)




160

Ay dend o A %%ﬂ%ﬁ;// |
gl 7S 714— e He e ey
.................. / ://Z ﬁ'*—, _Ahe Cr O{w /‘-JZ 'l;{_. /4:-7Z

YL SRS R

[7E S T £
J N ———

o Y - -
: Ddy M8, porr wdl. Cms o d. -Ak.ém».«/ .

By y geneidd  oe . ghashes T asswees- ”
«,/Lf)?n,,.z . J&‘J"k\/; _./U-Zé

: b Sclret TR

4«47..;%‘_2‘/}&1/ o 729 ,./t{J. . .-P.‘_-./__..’.-é‘.})ﬂlt-/-[_
__A_________.J;J VY NP PR Ve ~”_, Hes JAD_ e tné,. _Z‘-W
. 152 bt 4~.3ny(. - JZ«?L St 76' ‘-\L _7;0__/%;""—
‘;___*______._,__,{,L‘/MJ ,..Jw,/7.\§ Sy ol ,‘»7/ e e = e«

My duos A 7 _rerd _7‘QL__/I¢__&«1 )

fo«%v}éﬂf w_.u-:/é’.__ﬁ/ ,_cxkep‘ 4..F.».v.&uev‘él,__4.~"/...;...”

I - o ._6-77 b feen mr/v)/ ‘ a/o{)-./} —Sileree
e Auut_to_goor’ K

]

;S [ _acecss ._./'17&4?{ -
_.-.ﬂ___-,___-.___..____JjLH 'f(-'__/{u[rt«-v . .,cjo_—’ — :9#9-*-—_-[\»

Y A e W
ﬂjf . ,Tl‘q_f.&dfék-ﬂA__rT:!]dﬂ-f BT /&km_ﬂ.ﬁi .

e kWS Tl 1153 wed e I

Vear e

T ¥ S

T HHEC 2030473
i T e e o e P e e e R e Confidential Treatment
Requested by HeaithSouth Corp.




161

SCA_ ld ke

P Tarfo Akl s Sim ,54 od Ouccs
‘4//‘ ’f'L— Aza.ul___}: ’f‘— ke JM/-’\/L ~../__.,.,_._

.SC/{'_\ /&4»«:«-.?[ Aeman, AJ u//-#

wirede..

:fi_ Za«v/ b a.m,o[ \«f/\)(w a.-"(/
Lor .

4’“ 7“‘AA L}t{' 7“\— Fesan -JL ‘-%_3 743‘-(
;};u ﬂ. Aaad N4 % {««f‘&m Z:}h\ Lareeed

k;-Jbz]_/Ljiyﬁ__C' R S a8 :
Tramsen 120 APa.  docassns & gt foo

Spoe e ,Curju;) -401103«*:_‘4;_._/ pere

P Uales JJ+ J.j...\«ﬂz' fflt.— /&47{1’

1:& AL ‘M AR 7;va 6"1 ety 174;

J:»cu) ﬂv /uwé_ﬂm _a./ Suprd

s e YHEC 203-0474

Confidential Treatment

e — by h Corp. ___ .



162

CONFIDENTIAL
TREATMENT REQUESTED

HEALTHSOUTH Corporation
MEETING OF THE BOARD OF DIRECTORS
AUGUST 39, 2002
MINUTES Tab 11

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation™)
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a
Waiver of Notice dated August 30, 2002, a copy of which is antached to these Minutes.

The following Directors were present, constituting aquorum: Richard M. Scrushy, Chairman
of the Board of the Corporation, William T. Owens. President and Chief Executive Officer of the
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, Larry D. Striplin, Jr.
and Joel C. Gordon. The following guests were also present: Brandon O. Hale, Executive Vice
President — Administration and Secretary, Malcolm E. McVay, Executive Vice President and Chief
Financial Officer of the Corporation, Weston L. Smith, Executive Vice President of the Corporation,
William W. Horton, Executive Vice President and Corporate Counsel of the Corporation, Larry D.
Taylor, President and Chief Operating Officer - Ambulatory Services of the Corporation, and Eric
R. Hanson of U.S. Strategies. Joining Mr. Scrushy in the Board Room were Messrs. Owens,
Striplin, Smith, McVay, Hale, Taylor and Horton. The other members participated via a telephonic

‘connection whereby everyvone could freely hear and speak to one another.

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as
Secretary.

The Meeting was called to order by Mr. Scrushy at 10:00 am. C.S.T.
The purpose of the meeting was to provide the Board with an update of recent events.
Transmittal 1753

Mr. Scrushy advised the Board that he was working with various U.S. Senators and
Congressmen regarding the impact of CMS Transmittal 1753. Mr. Scrushy also advised the Board

BHEC 18-02295
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that he had spoken with Tom Scully at CMS and there was a possibility that Mr. Scully might issue
a press release indicating that CMS rules on group therapy were ambiguous. The Board was updated
by Mr. Scrushy on the four shareholder lawsuits that had been filed.

Mr. Scrushy reviewed with the Board the financial impact of the revised revenue after the

impact of CMS changes and reviewed financial projections after the spliv'spin.
SCA Update

Mr. Taylor updated the Board on the status of SCA’s organizational structure and other
activities with regard to the split/spin of the surgery division.

Investor Issues

Mr. Owens updated the Board on investor issues and made comments on the dedicated efforts
by the Company to make outpatient physical therapy work under the new CMS regulations. He also
stated that inpatient rehabilitation under PPS rules continues to do well and the divestiture process
of diagnostic facilities was beginning to heat up.

Sale of Aircraft

Mr. Scrushy advised the Board that the Company had sold one airplane and had two others
up for sale. '

There being no further business to transact, the Meeting was adjourned.

U/ Bfandon O. Hale
Execufive Vige President - Administration

@ Q and Secretary
L

a¥
! Richard M. Scrushy
Chairman of the Board

HS-71308.1
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HEALTHSOUTH Corporation
MEETING OF THE BOARD OF DIRECTORS
SEPTEMBER 17, 2002
MINUTES Tab 12

A meenng of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation”)
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a

Waiver of Notice dated September 17, 2002, a copy of which is attached to these Minutes.

The following Directors were present, constituting aquorum: Richard M. Scrushy, Chairman
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., C. Sage Givens, Charles W.
Newhall III, Larry D. Striplin, Jr. and Joel C. Gordon. The following guests were also present: Larry
D. Taylor, President and Chief Operating Officer — Surgery Center Operations of the Corporation,
Patrick A. Foster, President and Chief Operating Officer — Inpatient Services of the Corporation,
Brandon Q. Hale, Executive Vice President — Administration and Secretary of the Corporation,
Malcolm E. McVay, Executive Vice President and Chief Financial Officer of the Corporation,
William W. Horton, Executive Vice President and Corporate Counsel of the Corporation, Weston
L. Smith, Executive Vice President of the Corporation, Daniel J. Riviere, President — Ambulatory
Services of the Corporation, Jason Hervey, Senior Vice President — Media and Communications
of the Corporation, Susan Smith, Senior Vice President — Reimbursement of the Corporation, Jean
Davis, Vice President — Operations of the Corporation, Eric R. Hanson of U.S. Strategies, William
C. McGahan and Benjamin D. Lorello of UBS Warburg LLC, J. Michael Rediker and Thomas L.
Krebs of Haskell Slaughter Young & Rediker, Lanny J. Davis, Debra M. Laboschin and Raphael
Larson of Patton Boggs, LLP, Michael Deaver of The Edelman Group. and Thomas C. Fox and Scot
T. Hasselman of Reed Smith LLP. With the exception of Messrs. Hanson. Davis and Deaver, all
Directors and guests were physically present in the Board Room. Messrs. Hanson, Davis and Deaver
participated via a telephonic connection whereby everyone could freely hear and speak to one
another.

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as
Secretary.

HHEC 18-02297
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The Meeting was called to order by Mr. Scrushy at 2:35 pm. CD.T.
SCA Update

Mr. Taylor provided the Board with an update on surgery center separation activities. He
reviewed the new SCA logo, the Mission Statement and the orgamizational structure. He also

outlined several other key initiatives critical for success.
CMS Regulations Review

Mr. Owens introduced Ms. Smith and Ms. Davis and asked them to present a history of CMS
activity from 1998 to the present with regard to reimbursement for concurrent or group therapy
provided by physical therapists. Ms. Smith and Ms. Davis presented a detailed history using
correspondence from CMS and documentation from HEALTHSOUTH and HEALTHSOUTH's
reimbursement counsel regarding outpatient therapy reimbursement issues.

Mr. Owens also inroduced Matt Zurek, Regional Vice President — Operations, and Rob
Tillman, Vice President — Clinical Development, both physical therapists. Messrs. Zurek and
Tillman discussed with the Board how physical therapists within the industry treat patients with
regard to concurrent and group therapy. Both felt that HEALTHSOUTH s practices were consistent
with the industry and what is taught in the pﬁysical therapy schools.

At this point Mr. Lanny Davis of Patton Boggs joined the meeting via telephonic connection.
Mr. Davis and his firm were hired by the Corporation to consult on legal and media relations matters
facing the Corporation. Mr. Davis spent several minutes discussing strategy and the scope of his

firm'’s involvement.

Mr. Rediker and Mr. Krebs discussed with the Board the strategy for defending the
shareholder and derivative lawsuits. Mr. Rediker stated that the cases were winnable and the
Corporation should be aggressive with a proactive strategy which could produce newsworthy
developments.

1B+
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Corporate Compliance

Mr. Gordon advised the Board that he and Messrs. Watkins and Newhall had a telephone
conference on September 13, 2002 to discuss the need for an independent investigation of allegations
of insider trading and improper disclosure. Mr. Gordon recommended the firm of Wilmer, Cutler &
Pickering and Mr. Newhall recommended the firm of Fulbright & Jaworski, L.L.P. to conduct the
independent investigation on behalf of the Board.

Mr. Scrushy asked Mr. Rediker to comment on the independent investigation and to give the
Board recornmendations on other matters to consider. Mr. Rediker recommended the Board
establish a special litigation committee of the Board of Directors, comprised of independent directors
to investigate the derivative lawsuits. This commitiee would conduct their investigation concurrent
with the independent investigation conducted by an outside law firm. To establish a special
litigation committee, Mr. Rediker advised the Board that it would need 10 add an additional outside
director who met the test of independence.

Afier discussion, upon motion duly made by Mr. Chamberlin and seconded by Dr. Watkins,
the following resolution was unanimously adopted:

RESOLVED, that the number of Directors constituting the whole Board of
Directors shall be ten.

There after, upon motion duly made by Dr. Watkins and seconded by Mr. Chamberlin, the
following resolution was unanimously adopted:

RESOLVED, that Jon F. Hanson is hereby appointed to serve as a Director
of this Corporation until the next Annual Meeting of Stockholders of this
Corporation and unti} his successor is duly elected and qualified, or until his earlier
death, resignation or removal.

After discussion of the special litigation commitiee and the independent investigation,
Mr. Davis stated that he felt Fulbright & Jaworski would be the better choice to conduct the

independent investigation.

HHEC 18-02299
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Afler further discussion, upon moti;‘ﬁ v made by Dr. Watkins and seconded by

Ms. Givens, the following resolutions were unanimously adopted:

RESOLVED, that having considered the claims made by Wade Tucker,
purporting to be a sharcholder, against the Company, Richard M. Scrushy, an officer
and director of the Company, Gerald P. Scrushy, MedCemterDirect.com, Source
Medical Solutions, Inc., Capstone Capital Corporation, and G.G. Enterprises. Case
No. CV02-5212, Circuit Court of Jefferson County, Alabama, filed August 28, 2002
without prior demand on the Company's Board of Directors, in the form of 2
derivative action (the “Tucker Acton™), and taking into consideration the Company’s
plans to move to dismiss or stay the Tucker Action, and desiring to preserve to the
Company and the Board to pursue such motions to dismiss or stay while otherwise
delegating to ‘an appropriate committee the powers and discretions to conduct the
review of the Tucker Action and any related marters and issues as set forth below, the
Board of Directors hereby constitutes and appoints a Special Litigation Comminee
(the “Committee™), which will consist initially of existing director Larrv D. Striplin,
Jr. and new director Jon Hanson (and, subsequently, of such additional independent
directors, if any, as the Board of Directors may appoint from time to time), 10
investigate, review and analyze: (1) the facts, transactions, events and circumstances
surrounding the claims made in such Tucker Action and any other actions or
proceedings which may be filed which relate or are allege to relate to any event or
transaction which is a subject in or of the Tucker Action; and (2) to the extent the
Business Judgment Rule may be determined 1o be applicable thereto or to the extent
claims of a derivative nature may be asserted in respect thereto, any events or
transactions which are or may become the subject of any of the pending federal court
class actions which have been filed against the Company since August 27, 2002 in
the United States District Court for the Northern District of Alabama.

FURTHER RESOLVED, that such Committee shall consider and determine
whether or not prosecution or continuation of such claims and actions is in the best
interests of the Company and its sharcholders, and what action the Company should
take with respect thereto; .

FURTHER RESOLVED, that such Committee is hereby authorized and
directed to continue in existence until such time as the Committee shall recommend
its dissolution to the Board of Directors, and to engage such experts and advisers,
including independent legal counsel, as the Comminee shall deem necessary or
desirable in order to assist it in the discharge of its responsibilities;

FURTHER RESOLVED, that the Committee shall have and may exercise in
connection with its investigation and determination all the powers and authority of
the Board of Directors, which is hereby delegated to the Committee, and such other
powers as are accorded to such a committee under applicable law:

FURTHER RESOLVED, that nothing herein is intended to moot or waive the
Company's planned motions to dismiss or stay the Tucker Action for lack of standing

-4
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and/or failure to state a claim upon which relief may be granted and failure to comply
with the requirements of Rules 12(b)(6) and 23.1, Alabama Rules of Civil Procedure;
provided, however, that the Comminee shall have have full power and discretion to
recommend that any Company motion or pleading be changed, withdrawn, or
supplemented by additional or substituted pleadings or motions of the Comminee or
the Cornpany, or both, as shall be deemed appropnate;

FURTHER RESOLVED; that the determinations made by the Committee
shall be final, shall not be subject to review by the Board of Directors and shall in all
respects be binding upon the Company;,

FURTHER RESOLVED, that the officers, agents, and employees of the
Company, and cach of them, are hereby authorized and directed to assist the
Committee and to provide it with all information and documents that it shall request
with respect to the subject matter of the Tucker Action and any actions or
proceedings related 1o the subject matter of the Tucker Action, having due regard for
any applicable privileges.

After further discussion, upon motion duly made by Dr. Watkins and seconded by

Ms, Givens, the following resolutions were unanimously adopted:

RESOLVED, that this Corporation is authorized to engage the services of
Fulbright & Jaworski, LLP to conduct a review of such matters relating to pending
litigation and investigations regarding this Corporation as may be directed by the
Board of Directors and encompassed in one or more engagement letters executed
berween this Corporation and Fulbright & Jaworski, LLP.

RESOLVED, that any reports or other work product created by or at the

direction of Fulbright & Jaworski, LLP pursuant to the foregoing resolution shall be
made available to the Special Litigation Committee as it may request.

M. Striplin then affirmed that he has no financial relationship with Mr. Scrushy and was not
an investor in MedCenterDirect, Source Medical or Capstone Capital.

CEO Report
Mr. Owens updated the Board on operational and financial results to date for the current

quarter. He also discussed with the Board the Corporation's decision to suspend guidance at the

present time.

HHEC 18-02301
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UBS Warburg Comments on Surgery Center Transaction

Messrs. McGahan and Lorello reviewed in detail with the Board current issues surrounding

the spin or split of the surgery division.
Confidentiality Statement

Mr. Rediker stated to the Board and to agents of the Board participating in the meeting the

importance of confidentiality and the nature of insider information being shared and discussed.
Review of Investor Conference Call

Messrs. Scrushy and Davis reviewed with the Board the key components of the investor
conference call scheduled for September 19, 2002.

Other Matters

At the close of the Meeting, Hal Hirsch of Fulbright & Jaworski joined the meeting via
telephonic connection 1o accept the assignment to conduct the independent investigation and
confirmed that Fulbright & Jaworski had no prior involvement with the Corporation.

Mr. Gordon discussed with the Board his views on the role of the Compliance Committee
inregard to the investigation by Fulbright & Jaworski and his desire that the Compliance Committee

and the full Board be kept informed of all relevant information on a current basis.

There being no further business to transact, the Meeting was adjourned.

rﬁﬁféj 0. Hale
Executive/Yice Pleg(dent — Administration

and Secretary

Chaian of thé Board

HS-71515.1
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Tab 13

HEALTHSOUTH Corporation
MEETING OF THE 30ARD OF DIRECTORS
OCTOBER 1, 2002
MINUTES

A meeting of the Board of Directors of HEALTHSOUTH Corporation (the "Corporation")
was held in the Board Room at the Corporation’s offices in Birmingham, Alabama pursuant to a

Waiver of Notice dated October 1, 2002, a copy of which is attached to these Minutes.

The following Directors were present, constituting aquorum: Richard M. Scrushy, Chairman
of the Board of the Corporation, William T. Owens, President and Chief Executive Officer of the
Corporation, John S. Chamberlin, Phillip C. Watkins, M.D., George H. Strong, C. Sage Givens,
Charles W. Newhall I, Larry D. Striplin, Jr., Joel C. Gordon, Robert P. May and Jon F. Hanson.
The following guests were also present: Brandon O. Hale, Executive Vice President —
Administration and Secretary of the Corporation, Malcolm E. McVay, Executive Vice President and
Chief Financial Officer of the Corporation, William W. Horton, Executive Vice President and
Corporate Counsel of the Corporation, Jason Hervey, Senior Vice President — Media and
Communications of the Corporation, Eric R. Hanson of U.S. Strategies, Michael Rediker of Haskell
Slaughter Young & Rediker, Hal M. Hirsch of Fulbright & Jaworski, L.L.P., and Lanny J. Davis of
Patton Boggs, LLP.

Richard M. Scrushy acted as Chairman of the Meeting and Brandon O. Hale acted as
Secretary.

The Meeting was called to order by Mr. Scrushy at 12:25 p.m. C.D.T.
Surgery Divestiture Update
Mr. Owens advised the Board that management gave a high-level presentation to a group of

interested buyers in New York in a meeting arranged by the bankers. The Corporation is gauging

the level of interest and will provide additional information to serious buyers. Mr. Owens stated that

C
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the Corporation had not abandoned the split/spin strategy of the surgery division, but that it should

evaluate other options if any develop.
Lawsuit Update

Mr. Rediker provided the Board with an update on the various shareholder lawsuits. He
advised that the Corporation filed answers in 14 cases on September 30.

Fulbright & Jaworski Update

Mr. Hirsch presented to the Board a preliminary report of Fulbright & Jaworski’s review of
the Corporation’s disclosures and related events surrounding CMS Transmittal 1753. Mr. Hirsch
read a proposed letter to the Board, .a copy of which is incorporated into these minutes. Mr. Hirsch
then entertained questions from the Board.

Mr. Davis at that point added that he had agreed to undertake the assignment with
HEALTHSOUTH only with the understanding that he must have complete transparency. Mr. Davis
stated that he felt the Corporation had been completely open and transparent and at this point in time
Fulbright & Jaworski had found nothing te indicate that Mr. Scrushy knew anything about the impact
of CMS Transmittal 1753 at the time of his stock transactions in May and July 2002.

Appointment of Corporate Governance Committee

Mr. Scrushy proposed that the Board establish a Corporate Governance Comimittee to be
made up of three outside Directors plus a minimum of two reputable independent advisors who are
not members of the Board. The Directors serving on the Committee would make recommendations
for such independent advisors, to be submitted to the full Board for approval. After discussion, upon
motion duly made by Dr. Watkins and seconded by Mr. Striplin, the following resolutions were
unanimously adopted:

RESOLVED, that the following persons are hereby appointed to the
Corporate Governance Committee of the Board of Directors, each to serve until the
next Annual Meeting of the Board of Directors of this Corporation and until his

_2.
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successor is duly appointed and qualified, or until his earlier death, resignation or
removal:

Robert P. May
Jon F. Hanson
John S. Chamberlin

RESOLVED, that the foregoing members of the Corporate Governance
Committee shall consider and recommend to the Board of Directors of the
Corporation for approval at least two independent persons who are not Directors,
officers or employees of the Corporation to serve on the Corporate Governance
Committee as special advisors. i

Special Litigation Committee

Mr. Striplin advised the Board that he had resigned as Chairman of the Special Litigation
Committee and that Mr. May had been clected to replace him. Mr. May then reported to the Board
that the Special Litigation Committee had engaged Balch & Bingham LLP to serve as its counsel,
would meet with counsel, and would keep the Board informed through routine reports to the Board.

Compensation Committee

Mr. Striplin advised the Board that the Compensation Committee recommended the
following compensation for the Special Litigation Committee: $25,000 per year retainer, $2,500 for

in-person Committee meetings and $1,000 for telephone Committee meetings.

Upon motion duly made by Mr. Striplin and seconded by Mr. Newhall, the following
resolution was unanimously adopted:

RESOLVED, that compensation for the Special Litigation Committee of the
Board of Directors is hereby set at a retainer of $25,000 per year, plus a fee 0of $2,500
for in-person meetings of the Special Litigation Committee and $1,000 for telephonic
meetings of the Special Litigation Committee.

CONFIDENTIAL PW 0000164
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Investor Relations Update

Mr. McVay advised the Board that the Corporation was in the process of reviewing its
investor relations function with the objective of improving effectiveness, particularly with the major
100 investors. Mr. McVay stated that he would provide the board with more information at a
subsequent Board meeting.

There being no further business to transact, the Meeting was adjourned.

O. Hale
Executive ¥ice Prefident — Administration

and Secretary

Richard ™ y
Chairman of the Board

HS-71862.1
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Fulbright & Jaworski {.1.p.
A Registered Limited Liability Partnership
686 Fifth Avenue, 31st Floor
New York, New York 10103-3198
wwwy . fulbright.com

MEMORANDUM
Tab 14 ATTORNEY-CLIENT PRIVILEGED MATERIAL
ATTORNEY WORK PRODUCT DOCTRINE APPLIES
TO: William W. Horton

FROM: Hal M. Hirsch
Richard W, Beckler

DATE: March 6, 2003

RE: Recollection of Proceedings of October 22, 2002 Board of Directors Meeting of
HealthSouth Corporation

You have requested that we provide you with a memorandum containing our
recollections of the proceedings of the meeting of the Board of Directors of HealthSouth that was
held on October 22, 2002 (the “Meeting”). Mr. Hirsch attended the Meeting in person and Mr.
Beckler attended the Meeting by conference telephone.

We remind you that we were not requested to take minutes of the Meeting and, therefore,
did not undertake to prepare any minutes of the Meeting. Please also note that our recollection
of the Meeting’s proceedings may not accurately reflect the full content of the matters -discussed
at the Meeting and may omit some of the discussions held during the course of the Meeting.
This memo should not be considered to be the minutes of the Meeting and the recollection of the
proceedings provided in this memo is not intended to constitute advice as to the appropriate
content of the minutes of the Meeting.

Our recollection is that the board members who attended the Meeting were Jack
Chamberlin, Sage Givens, George Strong, Charles Newhall, John Hanson, Robert May, Larry
Striplin, Richard Scrushy, and Phillip Watkins. Lanny Davis, of Patton Boggs LLP, also was a
guest at the Meeting and was present by conference telephone. We cannot assure you, however,
that this is a full and accurate list of the persons who attended the Meeting,

Set forth below is a synopsis of our recollection of the proceedings of the Meeting:

At the beginning of the Meeting, Mr. Scrushy stated that the Fulbright & Jaworski
L.L.P. report would take up most of the Meeting.

Mr. Scrushy then reported that a national survey conducted by a corporate
governance firm which graded public companies gave HealthSouth a grade of 75%; it
452892911
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gave The Walt Disney Company a grade of 5%. According to this survey, HealthSouth’s
grade put HealthSouth in the top 90% of companies surveyed.

Mr. Scrushy reported that he met with Herb Denton in New York, and that they
had a good exchange. He stated to Mr. Denton that HealthSouth is cooperating with the
SEC. Mr. Denton would propose individuals to sit on HealthSouth’s Board of Directors
and/or the corporate governance committee. Mr. Denton told Mr. Scrushy that he wanted
to work with HealthSouth, although Mr. Scrushy mentioned to the Board that in the past
Mr. Denton had gone hostile with other companies.

Mr. Scrushy informed the Board that he had met with Stephens, an Arkansas
investment banking firm.

Mr. Scrushy reported that he had discussions with AIG, and at that point in time,
they had only exchanged documents. AIG has a product which would relieve a company
of potential litigation lability for a set price. Mr. Scrushy said that senior management
of AIG discussed with Mr. Scrushy the possibility of HealthSouth buying out its potential
litigation liability and AIG taking the risk of a judgment in the litigation. AIG indicated
that they would be willing to review HealthSouth’s litigation.

Mr. Hirsch then stated that Fulbright & Jaworski L.L.P. had prepared a report
based on the firm’s review of certain maters for the time period December 2001 through
September 2002. Mr. Hirsch read the report of Fulbright & Jaworski L.L.P. to the Board.
Following his reading of the report, in response to an inquiry, Mr. Hirsch stated that, as
requested, there are no restrictions on the Board with respect to the use of Fulbright &
Jaworski L.L.P.’s report, but he advised that because the report contains attorney-client
privileged and attorney work product material, releasing the report or a summary thereof
could result in a waiver of such privileges as to the matters contained in the report.

Joel Gordon’s letter to Richard Scrushy was also discussed and Mr. Davis read a
proposed response to Mr. Gordon. The Board felt that it was best not to respond in
writing 1o Mr. Gordon'’s lerter, though no decision was made.

Thereafter, a discussion ensued concerning additional data the Board sought
concerning the Fulbright & Jaworski L.L.P. report. Mr. Scrushy suggested that, until this
follow-up is completed, a press release should not be issued relating to the report of
Fulbright & Jaworski L.L.P.

Mr. May inquired as to the contents of a possible press release on the matters
contained in the Fulbright & Jaworski L.L.P. report. Mr. Davis discussed options for a
press release.

Mr. May suggested that the chronology section of the report should not be
released at that time because the Company’s investigation was on-going and because
there was a reference in the report to document destruction by Company personnel. Mr.
Scrushy requested that Robert May, John Hanson and Fulbright & Jaworski L.L.P.
investigate the document destruction matter further and report back to the Board in the
next two weeks on the matter. Mr. Scrushy stated that it is important to understand what

452892011
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was destroyed and that he wanted clarification on the issue. He indicated that employees
had been told not to destroy any documents. It was also discussed that it was possible
that the document destruction was purely routine, because of HealthSouth's obligations
under federal law to destroy patient information. Mr. Scrushy stated that he ordered the
removal of all shredders from HealthSouth’s corporate offices, and that such shredders
were removed upon his request.

Mr. Scrushy requested that Fulbright & Jaworski L.L.P. also investigate further as
to whether Transmittal 1753 or the group therapy policy addressed therein was discussed
at the July 8, 2002 Monday Moming Meeting.

Mr. Hirsch stated that an accounting firm had been engaged to review the
financial impact of Transmittal 1753.

The Board agreed, without adopting a resolution, that the Fulbright & Jaworski
L.L.P. report would not be released to the press or sent to the SEC at that time, but that
this should be done sooner rather than later.

The Board was reminded that the eamings release call was scheduled for
November 5, and that every effort should be made to get the answers and report them
prior to that date.

The Board then discussed the scheduling of its next meeting and decided it should
be held on Tuesday, October 29, 2002.

HMH
RWB
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February 14, 2003

YVIA FED EXPRE

Mr. Richard M. Scrushy
Chairman of the Board
HealthSouth Corporation
One HealthSouth Parkway
Birmingham, AL 35243

Dear Richard:

Enclosed is a copy of minutes that Adam Goldberg took of the October 22, 2002
executive session of the Board of Directors. I wanted to ensure that you had a copy of the
enclosed for two reasons: (1) it reflects the seric and appropn with which you
and the Board of Directors have approached the applicable issues; and (2) in case it 15
responsive to any document requests in the civil litigation or government inquiries. 1 am
sending it to you rather than Bill Horton because the minutes are of an executive session in
which Bill did not parucipate.

Please call me if you have any questions.
Best regards,
(Forny Do
Lanny J. Davis

Enclosure

Doc. 683777

HHEC 247-1855
Confidential Treatment
Requested by HealthSouth Corp.
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HEALTHSOUTH CORPORATION
Mibutes of Executive Session Board Meeting: October 22, 2002

This Board meeting was held in executive session — no officers of the company attended
the meeting. The meeting was held by conference call, with certain Board members present at
HealthSouth headquarters in Binningham. The following Board members atiended the meeting
and were present at the Birmingham headquarters: Richard Scrushy (Chairman); Robert May;
Larry Striplin, r.; and Phil Watkins. The following Board members participated in the meeting
by telephone: Jon Hanson; C. Sage Givens; Jack Chamberlain; Joe] Gordon; and George Strong.
C. Sage Givens missed portions of the meeting. Also participating in the meeting were the
following outside counsel: Lanny Davis (Patton Boggs); Dick Beckler (Fulbright & Jaworski);
Hal Hirsch (Fulbright & Jaworski); and Adam Goldberg (Patton Boggs).

The Chairman called the meeting to order and described certain corporate matters. The
Chairman informed the Board about the Chaimman’s meeting with Bert Denton and described it
as positive. The Chairman also informed the Board about his meeting with AIG about the
possibility of AIG assuming the liability risk from outstanding litigation for a set fee. The
Chairman explained to the Board that he will be continuing discussions with A1G on that matter.

The Chairman then asked Lanny Davis, outside counsel, to provide additional
information on the Denton and AIG meetings. Mr. Davis provided additional details on the
ing and on sub t conversations that Mr. Davis had with Mr. Denton. Mr. Davis also
provided additional information on the Chairman’s meeting with AIG.

The Chairman then asked Hal Hirsch, outside counsel, to present findings of Fulbright &
Jaworski to the Board related to the timing of the Chairman’s stock transactions in May and July.
Mr. Hirsch described his law firm’s inquired, cautioned the Board about privilege issues related
to dissemination of Fulbright’s findings, and read a Fulbright & Jaworski report to the Board. A
copy of the report read fo the Board is attached to these minutes.

Following Mr. Hirsch’s reading of the report, the Chairman then asked the Board if it had
questions for outside counsel. Mr. Strong asked a question about a potential news release and
Mr. Davis responded. The Chairman then asked Mr. Hirsch why no one got a copy of the repont
prior to the meeting and Mr. Hirsch explained that he wanted to avoid any appearance that his
law firm’s findings were influenced.

The Chairman then proposed that Robert May and Jon Hanson review the report and
back-up materials collected by Fulbright & Jaworski, take comments from Board members, and
report to the Board at a meeting to be held on October 29, 2002 on matters such as whether
disciplinary action should be taken.

The Chairman also stated that the document destruction issues raised in the report must
be pursued quickly. Mr. Hirsch explained that it is important for the Board 1o note that the
company destroys certain documents in the normal course and practice to prevent competitors
from getting information. Mr. Hirsh cautioned the Board that no one should jump to rash

HHEC 247-1856
Confidentiat Treatment
Requested by HealthSouth Corp.
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conclusions. The Board then discussed related issues and Mr. Hirsch stated that Fulbright &
Jaworski would supplement the report with respect to the document destruction issue. Mr. Hirsh
reported to the Board that on the day that Mr. Hirsch informed the Chairman about document
destruction, the Chairman ordered that the company'’s security office disconnect all shredders
and lock them up in a room monitored by security.

Mr. Stripland then asked certain questions regarding the company’s estimates of the
financial impact of the May 2002 CMS rule change and the Chairman responded. The Chairman
explained that FT1 and Fulbright & Jaworski were examining the accuracy of the company's
$175 million EBITDA estimate and that the Board should receive a report on such matters in the
next week or two.

Robert May then informed the Board about certain matters relating to the Corporate
Govemance Committee chaired by Mr. May. Mr. May explained that he was working out
matters with Barbara Franklin, Jack Kemp, and Connie Mack regarding their potential service as
advisers to the Corporate Governance Committee, Mr. May aiso explained that the Committee
was holding discussions with search firms to identify potential independent Board members.

Mr. May then asked Hal Hirsch a series of questions regarding Fulbright and Jaworski's
findings as to when the Chairman, the Board, and bers of the Comp ion Committee
were informed about certain matters. Mr. Hirsch responded.

The Chairman then ended the meeting.

HHEC 247-1857
Confidential Treatment
Requested by HealthSouth Corp.
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Tab 16

Highlights | Breaking News | insider ideas | Insider Reports by Symbol

SCRUSHY RICHARD M HEALTHSOUTH CORP (HLSH)
AVG RETURN # OF DECISIONS
IMO. BMO. 3MO. 6 MO.

BUY 28.79% 27.10% 12

SELL 216% 3.34

Ya 28

12 The stock was higher after 6 months
for 8 out of the 12 buys.

28 The stock was lower after 6 months
for 10 out of the 28 sells.

Note: Number of decisions may exceed filings since a "decision” spans a seven day pericd.

TRANS TRANS
TYPE DATE(S})
CSFB Direct

08/11/02-08/11/02
05/14/02-08/14/02
05/14/02-08/14/02
02/28/00-02/28/00
12/20/99-12/20/99
09/10199-09/10/98
04/08/99-04/08/99
10/01/98-10/08/98
11/06/97-11/06/97
11/06/97-11/06/97
11/01/96-11/12/96
11/01/96-11/07/36
10/31/96-10/31/96
10/31/96-10/31/96
10/31/86-10/31/98
08/31/93-08/31/93
11/30/92-11/30/92
11/30/82-11/30/92
08/20/91-08/20/91
08/20/91-08/20/81
03/19/80-03/20/80
01/03/80-01/03/90
12/26/86-12/26/89
06/19/89-06/19/83
03/31/89-03/31/89
11/06/87-04/07/88

NEBNDDBAXNKDDDNDNXAXODDRE T D XX

* = Amended Transactions

SHARES

o PRICE MKT TOTAL
owN RANGE(S) VALUE(S) HOLDINGS
D $3.78-$3.78 $4.10M 3.76M
2] $3.78-$3.78 $19.95M 5.18M
D $14.05-314.05 $74.02M 5.18M
o] $4.94-54.94 $48.375 9,000
o $4.94-84.94 $49,375 517M
D $5.73-85.73 $25.00M 5.16M
o $9.06-$9.16 $318,126 700,134
DA $7.88-810.25 §534,830 665,134
D $27.00-827.00 $108,000 604,134
o] $2.89-83.78 $7.81M 804,134
D $37.38-538.84 $15.26M 302,067
[} $5.04.85.78 $2.20M 302,067
5] $5.04-85.04 $504,000 302,067
D $37.78-537.78 $3.78M 302,067
$37.78-$37.78 $3.78M 302,067
$13.25-§13.25 $132,500 57,551
$24.00-524.00 $10.00M 47,551

D $0.00-$7.30 $3.04M o

& $7.42-$7.42 $1.79M o
§36.25-536.25 $8.73M 31,700
$17.88-$18.25 $635,050 275,000
$18.48-518.18 $54,540 310,000
$17.00-317.00 $34,000 310,000
$14,00-$14.00 $490,000 315,000
$11.25-511.25 $281,250 350,000
$11.63-512.63 $415,750 375,000

Thomson Financial Solutions is a Thomson Financial Company

“Saled stock opﬁawg e July
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Tab 17

Documents Relating to Stock Sales By
Richard Scrushy

Fulbright & Jaworski L.L.P.
Attorney Work Product

CONFIDENTIAL TREATMENT REQUESTED
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Documents Relating to Stock Sales By Richard Scrushy

May 2002 Option Transactions

A,)/ Copies of the Company’s 1991 and 1992 Stock Option Plan pursuant to which
options were granted to Mr, Scrushy.

Attached hereto.

6; Stock option agreements relating to the options Mr. Scrushy exercised in May
2002:

(a)  Option Agreement #1 — Dated Feb. 26, 1993, covering
3,900,000 shares at $4.1875 per share and expiring May
14, 2002.

The original agreement is attached hereto. As explained below, this
agreement was superceded by a “Re-Price” Agreement, a copy of which
we have not yet been provided. 1,624,640 shares were exercised and sold
on 11/6/97. 2,275,360 shares were exercised and sold on 5/14/02.

(b)  Option Agreement #2 - Dated Feb. 26, 1993, covering
3,000,000 shares at $4.1875 per share and expiring June
16, 2002.

The original agreement is attached hereto. As explained below, this
agreement is superceded by the “Re-Price” Agreement referred to in (c),
below

(c) “Re-Price” Option Agreement, dated April 20, 1993,
covering the 3,000,000 shares referred to in (b), above,
at $3.7825 per share and expiring June 16, 2002.

This was exercised in full and Mr. Scrushy immediately sold on May 14,
2002. A copy of the agreement is attached hereto.

NOTE: The Company confirmed that agreements referenced in (a) and (b)
above were superceded by the “Re-Price” Agreements; however, these new
agreements were dated the same date and did not reference the original stock
option agreements. We were told that the original option agreements in (a)
and (b) are no longer in force. The Form 4 for Mr. Scrushy indicates an
exercise at $3.7825. If there was merely a re-price -- the option agreement
setting forth the price change for option agreement (a) as the Form 4 provides
that the exercise thereof was at $3.7825 as well. We have not seen a new
Form 4 or 5 representing the new option grant at the lower prices.

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf ot its client FJ 000583
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a / All minutes/consents/other correspondence of the board of directors AND the
Compensation Committee of the Board relating to the approval of the exercise
and sale of the 5,275,360 shares on May 14, 2002 by Richard Scrushy,
including all attachments to the minutes and consents used by the
board/compensation comnuittee to make their decision to approve.

We have not yet received any minutes/consents or other correspondence
relating to the approval of the exercise/sale.

D / All emails/memos/documents to or from HealthSouth personnel describing the
proposed exercise/sale by Mr. Scrushy of the 5,275,360 shares.

‘We do not have documents responsive to this item.

,g / All correspondence from HealthSouth to the Company’s transfer agent

regarding the exercise/sale of the 5,275,360 shares, and a copy of all opinions

of counsel to the transfer agent regarding the issuance of share certificates
without a legend upon such exercise and sale.

‘We have a letter to Mellon Investor Services, dated May 15, 2002, which
is attached hereto.

P % A copy of the Form S-8 registration statement filed by HealthSouth with the
SEC regarding the sale of shares exercised and sold pursuant to the Scrushy
Option Agreements.

‘We have not received the appropriate §-8. We have received many S-8s,
but the S-8 relating to the 1991 Stock Option Plan was not provided.
Also, this S-8 was not on the EDGAR database because it most likely was
pot filed with the SEC electronically.

July 2002 Stock Surrender to HealthSouth to Satisfy Loan
@\ / 1999 Equity Loan Plan
A draft copy of the plan is attached hereto.
l,\ / The Proxy Statement re]ati.ng to the 1999 Ax.muai Meeting of the Stockholders of
HealthSouth, and the Certificate of Tabulation of the Inspector of Elections for

the 1999 Annual Meeting indicating approval of the plan by the Stockholders.

A copy of the prexy statement was provided and is attached hereto. We have
not been provided with the certificate of tabulation evidencing the approval

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behatf of its client FJ 000584
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by the stockholders of the plan. In addition, a copy of the 2002 proxy
statement is attached hereto.

f 7/ Loan agreement between HealthSouth and Richard Scrushy pursuant to which
Mr. Scrushy borrowed the principal amount of $25,218,114.87, plus interest and
all documents entered in connection with this loan, including, but not limited to, a
pledge agreement, security agreement and the related UCC-1.

The Promissory Note was provided and is attached hereto. Please note: The
note provides_that payment may ouly be made in “legal currency of the
United States.” This indicates that surrender of stock in lieu of cash would
require approval of the board and a written waiver by HealthSouth. This
has not been provided. We have also received a copy of the Security
Agreement covering the shares. A copy is attached.

’\)/ }4({ All minutes/consents of the board of directors AND the Compensation Committee
of the Board relating to the approval of the surrender of the 2,506,770 shares on
July 31, 2002 by Richard Scrushy, including all attachments to the minutes and
consents used by the board/compensation committee to make their decision to
approve.

We have not received any minutes or consents approving the surrender. The
“Chronology” provided that the board and comp committee approved this
transaction, but we have not yet been provided evidence.

\Z_ }A All emails/memos/documents to or from HealthSouth personnel describing the
proposed surrender by Mr. Scrushy of the 2,506,770 shares.

Other than July 24, 2002 email from Horton to Comp Committee for
approval of surrender, we have not received any

ils/ correspond , except for an email, dated August 1, 2002,
from Horton to Scrushy regarding imputed interest. The July 24 email
recommends approval, but does not refer to any 1753 issues or potential
lower earnings.

\/ }/f A copy of the canceled certificate representing the 2,506,770 shares surrendered
to HealthSouth and a copy of the certificate held by Mr. Scrushy representing the
remaining 1,855,527 shares (purchased pursuant to the Loan) that Mr. Scrushy did
not surrender,

‘We have a copy of a stat t from Sal Smith Barney evidencing the
sale and transfer of HealthSouth shares. We do not have any stock
certificates,

f\/\ 1/(.A copy of all documents relating to the repayment of the $25,218,114.87 loan,
including acknowledgment of payment of interest and release of the remaining

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf of its client FJ 000585
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1,855,527 shares from all liens provided in the Security Agreement and Pledge
Agreement,

Attached is: (a) a memo to McVay, etc. asking them to provide for the
transfer of 2,506,770 shares to the Company’s treasury account, (b) a letter
from Horton to Salomon Smith Barney asking them to transfer 2,506,770
shares to the HealthSouth treasury account, providing that the surrender of
such shares was approved by HealthSeuth and instructing SSB to release all
liens and transfer restrictions with respect to the remaining 1,855,527 shares
held by Mr. Scrushy, and (¢) a letter dated 8/24/01 to SSB providing that
HealthSouth WOULD have not objection to a SALE of stock and use of those
proceeds to pay back the loan ~ This letter does not provide that surrender of
the stock itself is approved.

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf of its client FJ 000586
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to do so, vyes.
THE COURT: All right.

Q.
ich

Now, Mr. McVay, if you will tell me what you did

resulted in your being charged with these crimes.

¥ A. Your Honor, I signed a financial statement for the
ird

0. quarter of 2002 in November last year after someone had
old me

1 that in prior periods, prior to that third quarter,
here had

.22 Dbeen irregularities <in the numbers. And I knew that
and signed

23 the document anyway.

24 Q. who told you to sign the document?

25 A. I -~ I signed it myself.

0014

1 Q. No one told you? You signed the document knowing
that it

2 contained false entries?

3 A. Yes, Your Honor.

4 Q. All right. But someone told you that that had been
done in

5 the past?
6 A. Yes, Your Honor.

7 Q. WwWho told you that?
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f .. o do so, yes.
PG THE COURT: &all right.

§ 17 Q. Now, Mr. McVay, if you will tell me what you did
¢ which

18 resulted in your being charged with these crimes.

19 A. Your Honor, I signed a financial statement for the
third

20 quarter of 2002 in November last year after someone had
told me

21 that in prior periods, prior to that third gquarter,
there had

22 been irregularities in the numbers. And I knew that
and signed

23 the document anyway.

24 Q. wWho told you to sign the document?

25v A. I -- I signed it myself.

0014

1 Q. No one told you? You signed the document knowing
that it

2 contained false entries?

3 A. Yes, Your Honor.

4 Q. All right. But someone told you that that had been
done in

S the past?
6 A. Yes, Your Honor.

7 Q. wWho told you that?
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8 A. A representative -- a person from the Accounting
Department

9 at HealthSouth named Emery Harris.

10 Q. Emery Harris told you that. Did Richard Scrushy
tell you to

11 sign a false document?

12 A. Your Honor, I'm -- just hesitating -- he -- he ani
I did

13 have discussions prior to my signing that document.
was

14 aware that I was signing the document with knowledge
that prior

15 numbers were incorrect.
16 Q. All right. Tell me about that.

17 You say you and Mr. Scrushy had discussions. What
did you

18 say to him and he say to you?

19 A. The discussions centered around the fact that the
cash on

20 the balance sheet -- that the balance sheet showed was
higher

21 than what in actuality was the amount of cash.
22 Q. All right. And you told him that?

23 A. Yes, sir, on -- we had those discussions on -- on
numerous

24 occasions.

25 Q. But, yes, you told him that the -- that the figures
did not
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v
y

reflect the true amount of cash on hand?

A. With the ~- the conversation was such, Your Honor,
thait -~ I

mean, he -- he was already aware of that situation.
4 Q. How do you know he was already aware of it?

" A. Based on the -- the nature of the conversation

6 0. Well, tell me what he said, and then maybe I can
Hetoa

7 Dbetter understanding of it.

8 A. His comment was something -~ paraphrase, he said
that he had

9 bought numerous companies and all companies had
accounting --

10 play games with the accounting.

11 And that was prior to my leaving his office with
the

12 expectation that I would be signing that document.

13 Q. All right. So what he said was that he had bought
previous

14 companies and that all companies play games with the
accounting?

15 A. That's correct.

16 Q. So did he tell you that HealthSouth had done so in

the past?
17 A. Just prior to =-- to that comment when I left the
office -~
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18 Q. Yes, sir.

18 A. -- I -- we discussed the fact that the cash oi
balance

20 sheet was -- was greater than what it actually was;
-— I .

21 don’'t remember whether I bought up the subject or &
brought up

22 the subject, but we had the conversation.

23 And that was followed by his ~- his consolation
me that,

24 you know, in essence -~ the way I took it anyway, “Youl
Honor --

25 was that it was okay to sign the document, because he
knew from

0016

1 experience that that was commonplace, that companies
that he had

2 Dbought had irregularities in numbers.

3 Q. All right. ©Now, how great was the disparity
between the

4 fact and the fiction, in terms of numbers?

5 A. At that time, Your Honor, I -- I wouldn't know the
-- I did

& not know the answer to that question.

7 I did know from my prior experience at the company
that the

8 cash shown on the balance sheet, you know, seemed
lJarger than

9 what actually felt like we had to operate the company.
But I
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10 didn't know an exact discrepancy amount at that time.
11 Q. 8o you didn't know what the true figures were?
12 A. Not precisely, Your Honor. I knew that it was --

13 Q. Did you have a general feeling of what the true
figures

14 were?
15 A. Yes, sir. 1 mean, we -- we were showing on the
balance

16 sheet at that time approximately $400 million in cash,
and it

17 was a struggle at quarter end to -- to pay down debt;
which

18  indicated to me, you know, that the disparity should be
in the

19 several hundred million dollar range.

20 Q. All right. So, the disparity may have been as high
as $200

21 million?

22 A. I -- I would -- at that time, I would think that
was within

23 the realm of possibility.

24 Q. And is that a high figure or a low figure?

25 A. For a company like HealthSouth?

0017

1 Q. No. In estimating the disparity, is $200 million a
high

2 figure or a low figure?
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3 A. I would say that at that time, given my fewij
that we had

4 wvery little cash to operate, I did understand thg
certain cash

5 you cannot use to operate, it's in deposit or on
or --

6. you know, for some reason you can't use.

7 But my feeling would be that it would be -- that
would be

8 low, that it would be probably 2 -- you know, sof
greater

9 than 200, but less than 400.

10 Q. All right. And whose job -~ as between you and Ky
Scrushy,

11 who would be in a better position to know what the
actual cash

12 on hand was?

13 A. You know, that's -~ that's difficult, because I
assumed the

14 title of CFO on August 27th, 2002; and that discussion
would

15 have been -- and I was informed of the discrepancy from
prior

16 periods, I believe, to the best of my knowledge, in
17 mid-September.

18 and then this -~

19 Q. uWho gave you that information?

20 A. Mr. Harris.



i1 Q. All right.

A. And so I had not been on the job very long to --
ot 's the

reason, I guess, I didn't have a good feeling for what
hal .

.+ level of disparity was.
Q. All right. Do you have any reason to believe that
18
| Mr. Scrushy knew the range of the disparity, the
sriousness of

ig?

3 A. I do, Your Honor. Based again on the nature -- I
rtnow for a

4 fact he did from subsequent conversations that I had
with him

5 after I signed the document.
6 0. And what were those conversations?

7 A. There -- there were conversations where the amount
of the

8 disparity in the cash was discussed openly with Mr.
Scrushy

9 present; and discussions centered around ways that that
10 discrepancy could be corrected, with Mr. Scrushy fully
11 understanding the level of the discrepancy.

12 Now, again, that occurred after -- after the
conversation

13 that I alluded to earlier in his office.
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quarter financial results that I signed were correct,
they :

were correct -- they were real -- the income statement
the

third quarter.

But by signing the 10-Q, it had as accompanying
nancial

information the old income statement numbers that I
ew were

12 wrong, and it had a balance sheet that was wrong.

a3 S0, I understood -- I mean, to the best of my

&nowledge to
:14 you -- I mean, to answer that question -- I was fixated
on my

15  third quarter results as CFO. The one gquarter I signed
off on

16 was -- what I was told later, the only quarter that was
clean in

17 the history of the company. I don't know whether
that's true or

18 not, but that was what I sort of hung my hat on at that
time.

198 But, Your Honor, I did know that there was
accompanying

20 information from prior periods that had been told to me
was

21 incorrect. I didn't have the ability or time at that
point to

22 determine for myself exactly what anything was. But I
had been

3
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14 Q. When did that occur?

i5 A. One -- the one example I'm alluding to occurred on
~~ on or

16 around January 2nd, 2003, the date that I was -- I
removed from

17 the CFO title that I had been given on August 27th.

18 Q. All right. B2And who was present for that
conversation?

19 A. Mr. Scrushy and Mr. Owens.

20 Q. BAll right. Did at all material times you know what
you were

21 doing?
22 A. The material -- I would -- by interpretation of the
material

23 time is when I signed that document -~
24 Q. Yes, sir.
25 A. ~- and yes, sir, I understood that prior numbers
had been
0019
1 messed with, and I signed the document.

2 Q. BSo you knew that you were committing a crime when
you signed

3 the document?
4 A. Yes, Your Honor.
5 Q. And you willfully did so?

6 A. Your Honor, I was fixated at that point that the
third
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7 quarter financial results that I signed were correct,
and they

8 were correct -- they were real -~ the income statement
on the

9§ third quarter.

10 But by signing the 10-Q, it had as accompanying
financial

11 information the old income statement numbers that I
knew were

12 wrong, and it had a balance sheet that was wrong.

13 So, I understood -- I mean, to the best of my
knowledge to

14 you ~-- I mean, to answer that question -- I was fixated
on my

15 third quarter results as CFO. The one quarter I signed
off on

16 was -- what I was tcld later, the only guarter that was
clean in

17 the history of the company. I don't know whether
that's true or

18 not, but that was what I sort of hung my hat on at that
time.

19 But, Your Homor, I did know that there was
accompanying

20 information from prior periods that had been told to me
was

21 incorrect. I didn't have the ability or time at that
point to

22 determine for myself exactly what anything was. But I
had been
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23 told that, and I signed the document.

24 Q. Well, was your signing of this document the ext
of your :

25 participation in this conspiracy?
0020
1 A. Yes, Your Honor.

2 Q. All right. But you willfully signed the document
knowing

3 that it was not true?
4 A. Yes, Your Honor.

5 Q. &A1l right. And this happened here in the Northem
District

6 of Alabama?
7 A. Yes, Your Honor. Birmingham.
8 Q. All right.

9 THE COURT: Anything else that the government
would

10 show as a factual basis?

11 MR, MARTIN: Judge, I would just add in
support of the

12 wire fraud part of the conspiracy that the document hi‘
signed

13 was wired to Washington, D.C. -~
14 THE COURT: All right.
15 MR. MARTIN: -- and filed with the SEC.

16 ©. Do you disagree with that, Mr. McVay?
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4

7 follow?

8 A. I am.

9 THE COURT: Mr. Hulkower, are you satisfied
that your

10 client has a sufficient understanding of the guidelinql
to make

11 his plea a knowing plea?

12 MR. HULKOWER: I am, Your Honor. Mr. Martin
and I have

13 discussed this extensively, and he's exhibited a good i
command of

14 the guidelines based on those discussions, and he
understands

15 the proceedings today.
16 THE COURT: All right.

17 . Q. Now, Mr. Martin, tell me what you did which
resulted in your

18 being charged with these crimes.

19 A. Your Honor, I was CFO at HealthSouth from late 1997
to early

20 2000. During that time, at the direction of the
HealthSouth

21 CEO, I signed the company's 10-X and 10-0s filed with
the SEC -~

. 22 Q. Now, you are reading to me a statement?
23 A. Yes, sir.

24 Q. Do you have a copy of it so that I can read along
with you?
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MR. HULKOWER: May I approach, Your Honor?

THE COQURT: Yes.

{Approaching bench and handing document to the
ure.}

) THE COURT: Thank you.

4 A. As I said, Your Honor, I was CFO at HealthSouth
from 1997 to

% early 2000. During that time, at the direction of the
t  HealthSouth CEO --

7 Q. That's Richard Scrushy?

8 A, Yes, sir.

% Q. All right.

10 A. ~- I signed the company's 10-Ks and 10-Qs filed
with the SEC

11 knowing that a number -- that the numbers contained in
the

12 £ilings were false. These numbers were fabricated in
order to

13 give the appearance that HealthSouth (sic) meeting
expectations

14 regarding earnings.

15 I ultimately became unwilling to engage in any such
further

16 activity as required by the CEO and resigned as CFO in
February

17 2000. I deeply regret my conduct in this matter, sir.
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18 Q. All right. Mr. Martin, did you at Mr. -- did you
and

19 Mr. Scrushy discuss the fact that the numbers contained
in the

20 filings were false?
21 A. Yes, sir.

22 Q. Beginning at what point?

23 A. The first time was in 1993.
24 Q. All right. BAnd what happened in 199372
25 A. We were going to list earnings, and we had to maki
an :
0012

1 acquisition to ~- to make up the difference in
earnings.

2 Q. and what happened?

3 A. We made an acquisition and were able to make the
earnings

4 up.

5 Q. All right. Did he direct you to do something --
did

6 Mr. Scrushy direct you to do something with the
numbers?

7 A. Yes, sir.

8 Q. what did he direect you to do?

9 A. To inflate the numbers.
10 Q. He told you specifically to inflate the numbers?

11 A. Yes, to fix the numbers so that they met the
Street's
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12 expectations.

13 Q. So that was basically his -- his statement to you,
£ix the

14 numbers so that they meet the expectations?
15 A. Yes, sir.

16 Q. All right. And at that time, you know that he knew
that the

17 numbers to which he had asked -- numbers about which he
had

18 asked you to fix, he knew that those numbers
represented the

19 true condition?
20 A, I'm sorry --
21 Q. Let me rephrase it.

22 Mr. Scrushy knew that the numbers that you
initially

23 presented to him in 1993 presented a true condition of
the

24 company's finances?
25 A. Yes, sir.
0013
1 Q. All right. And then when he looked at those
numbers, he
2 then told you to fix them?

3 A. He not only told me, told a number of senior
executives.

4 Q. In your presence?
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5 A. Yes, sir.

6 Q. All right. And this was in 19937

7 A. No, sir. Later -- I became CFO in 1997 --
8 Q. All right.

9 A. -~ and that is when, you know, I saw the real
numbers -- I

10 was treasurer before that -- but that's when I saw. the
real

11 numbers. And I'd have monthly meetings with him and
other

12 senior executives relating to the shortfall in the
numbers.

13 Q. All right. And what did he say beginning in 1997
when you

14 became the CFO?
15 A. He said, "you guys figure it out.*

16 Q. All right. Did he tell you again as explicitly as
he had

17 done in 1993 to fix the numbers?
18 A. Yes, Your Honor, he did.

18 Q. when did he tell you, after you became CFO, to £ix
the

20 numbers?
21 A. Virtually every month.
22 Q. Every month?

23 A. Yes, sir. We weren't making the numbers.
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0. All right. All right. And you say that sometimes
gave

you those directions in the presence of other persons?
A. Yes, sir.

Q. And who were they?

A. William T. Owens, the controller at that time.

¢4 Q. All right. BAnycne else?

5; A. In particular, Bill Owens and I would meet with

i;chard

& every month to go over those numbers. And if we
weren't making :

7 the numbers, you know, he'd say, "go figure it out.*
g Q. Pardon me?
9 A. He would say, "go figure it out."

10 Q. Did he say that before you presented the numbers to
him or

11 afterward?
12 A. After.

13 Q. I see. All right. 2And then after he would tell
you to "go

14 figure it out,® then you and Mr. Owens would meet with
sther --

15 meet with personnel in the financial departments,
auditing.

16 whatever, and have them inflate the numbers?

17 A. Yes, sir.
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18 Q. All right.

19 MR. HULKOWER: Your Honor?
20 THE COURT: Yes, sir.
21 MR. HULKOWER: If I may, so the record is

clear, from

22. time to time there were others present. Some of the
others are

23 not mentioned in court documents at this point and have
not

24 entered pleas.

25 THE COURT: All right. who were the others?
0015 B
1 MR. HULKOWER: Out of an abundance of caution,

I have

2 asked Mr. Martin, since their names haven’'t been made
public,

3. not to volunteer them.

4 THE COURT: Yes, sir. But I'm now directing
him to

5 answer.

[ MR. HULKOWER: Okay.

7 THE WITNESS: Weston Smith, Leif Murphy -~
8 Q. And who was Weston Smith? ‘

9 A. He was head of Reimbursement.
10 Q. All right.

11 A. Leif Murphy was the Assistant Treasurer.

12 Q. &all right.
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And I'm sorry, in terms of the guestion, I'm -~

i4 0. Yes. What other persons were present at the time

Mr. Scrushy directed you to fix the numbers?
A. Bill Owens and Leif Murphy.

Q. All right. And Mr. Weston?

A. I believe Weston was at some point.

Q. All right. Aanyone else?

A. No, sir.

21 Q. All right. 2and would these directions have been
given at
22 some point since 19997

23 A. Well, I left at the end of -- the very beginning of
2000.

24 Q. All right. So the directions were given from the
time that

25 you became the Chief Financial Officer until the time
that you

0016

1 resigned?

2 A. I can only speak for the time I was there, Your
Honor .

3 Q. Yes, sir, that's what I'm asking you about.
4 A. Up until I resigned.

5 Q. Yes. All right. And the numbers that you
eventually

6 provided were false numbers?
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7 A. Yes, sir.

8 ¢. And you knew it, Mr. Owens knew it, Mr. Weston
it, and

9 Mr. Scrushy knew it?
10 A. VYes, sir.

11 Q. All right. Bo you knew that you were committing
not just a

12 crime, but several crimes, over a period of time?
13 A. Yes, sir.

14 Q. And you willfully did it?

15 A. Yes, sir.

16 Q. All right. Now, there is a factual basis -- let me
ask yo

17 this -- give me your best judgment as to the number of
times

18 that Mr. Scrushy directed you to fix the numbers.

19 A. It was virtually every month while I was CFO. So
that would

20 have been, what, 24 months or so.
21 Q. All right.

22 THE COURT: Well, that's a sufficient factual
basis for

23 me.

24 Does the government have anything else that it
wishes to add

25 as a factual basis?
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IN THE UNITED STATES DISTRICT COURT

FOR THE NORTHERN DISTRICT OF ALABAMA

SOUTHERN DIVISION
D STATES OF AMERICA )
) Tab 20
)
LIAM T. OWENS, )
)

RULE 11{f) FACTUAL BASIS FOR GUILTY PLEA
COMES NOW the United States of America through its undersigned counsel, for the-

’ pose of satisfying the requirements of Federal Rule of Criminal Procedure 11(f), submits the

fllowing Factual Basis in support of the guilty plea of WILLIAM T. OWENS:

1. Defendant WILLIAM T. OWENS was employed at HealthSouth Corp
tHealthSouth”) since 1986 in various capacities, including Chief Financial Officer from

ruary 2000 to August 2001, President and Chief Operating Officer from August 2001 to
ngust 2002, President and Chief Executive Officer from August 2002 to January 2003 and

! cutive Vice President and Chief Financial Officer from January 2003 until the present.

‘ fendant OWENS is licensed as a certified public accountant.

2. HealthSouth was formed around 1984. Since in or about 1986, when it made its
itial Public Offering (IPO), HealthSouth has been an issuer of a class of securities registered
der Section 12 of the Securities Exchange Act of 1934, required to file reports under said Act.
L ealthSouth’s common stock was listed on the New York Stock Exchange. HealthSouth claims
’ be the nation’s largest provider of outpatient surgery, diagnostic imaging and rehabilitative

Uhealth care services with approximately 1,800 locations in all 30 states, Puerto Rico, the United
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Kingdom, Australia, and Canada. Millions of its shares have been traded since it made it

offering.

3. Beginning at least in or about 1996, defendant OWENS and HealthSouthf

current Chief Executive Officer (the "CEQ"), other HealthSouth senior executives and of]

soed HoalthSouth?
g that f s

ial results were failing to produce sufficient earnings s
share to meet or exceed Wall Street "earning

pectations” or "analyst exp ions." -The
difference between HealthSouth's true and correct earnings per share and the Wall Street

exp ions was referred to i i)

y at HealthSouth as the "gap” or the "hole.” The CEQ

defendant OWENS, and others recognized that the earnings shortfall created a substantial
that unless HealthSouth's earnings per share were artificially improved, HealthSouth’s

would fail to meet analyst expectations and the market price of HealthSouth's securities

therefore dectine. The value of stock options owned by, and bonuses paid to certain Healll

senior officials, including the CEO, depended, in part, on HealthSouth

ing earnings’
projections.

4. The CEO, defendant OWENS, and others agreed to engage in an illegal schom

to inflate artificially HealthSouth’s publicly reported earnings and earnings per share and to.
falsify reports of HealthSouth’s financial condition. Defendant OWENS presented the CEO:
with financial information, which would ordinarily be reflected in monthly and quarterly re;
that were to be made available to the public through the SEC filings. When those reports sho
that the company did not or would not meet market (“Wall Street”) expectations, the CEO

demanded that the reports be changed to meet or exceed those expectations.
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- 5. The CEO and defendant OWENS issued instructions as to the desired earnings
e number and HealthSouth’s accounting staff met to discuss ways to inflate artificially

These

South s earnings in order to meet the Wall Street

Ung:

known as “family” meetings and the attendees were known as the “family.” At the

1 '

fings the “family” d how bers of the ing staff would falsify’

NihSouth''s books to fill the “gap” or “hole” and meet the desired earnings.
6. Defendant OWENS and others made and caused to be made false and fraudulent
es in HealthSouth’s books and records for the purpose of inflating artificially HealthSouth's

gs and earnings per share. Methods used for artificially inflating HealthSouth’s

i earnings per share included falsifying the "contractual adjustment" account and decreasing

After ipulating the " ! adj " and other fo

3 P 3 T

ficially inflate revenue on the Income $ corresponding fraudul dj were
e to increase assets and decrease in liabilities on HealthSouth’s Balance Sheet. Thus, false

j nd fraudulent entries were made to accounts in HealthSouth’s books and records including, but:

t limited to, the: (1) Property, Plant and Equipment (“PP&E”) account; (2) cash account; (3}

ventury account; and (4) intangible asset (goodwill) accounts. Each of these accounts were

ported in HealthSouth’s Balance Sheets. As defendant OWENS and his co~conspirators well
knew, there was no justification in fact, or under GAAP, for these entries.

7. Defendant OWENS became aware that HealthSouth’s ing p 1

1

designed the fictitious accounting entries to avoid their detection. For ple, if the ing

b waff decided to increase inventories, it would increase inventory accounts at various HealthSouth

j' facilities by different false amounts because they knew that if amounts were increased uniformly,
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suspicions of the auditors might be raised. In addition, since the HealthSouth accounting mﬂ
knew that auditors questioned additions to the PP&E account that exceeded a certain thre:

the bogus additions to PP&E at a particular facility were kept below the threshold.

8. Defendant OWENS and others made and caused to be made false and fraudu

journal entries in HealthSouth ‘s books and records knowing and intending (1) that such journsd

entries would ulti 1y be refl d in HealthSouth's & ey

s and public filings

with the SEC; (2) that HealthSouth

i £ Y
st

and public filings would falsely
overstate HealthSouth's revenue, earnings and earnings per share; and (3) that the investing
public would rely upon such overstated eamings.

9, Defendant OWENS, the CEO and others caused HealthSouth to file publicly with.

the SEC annual reports and quarterly reports that materially misstated, among other things,

HealthSouth'’s net income, revenue, carnings per share, assets, and liabilities from at least 1999,

until the present. As a result of the scheme, HealthSouth's and eamings were inflated

hundreds of millions of dollars on publicly filed reports. For example, the Balance Sheet

included in HealthSouth’s 10-Q for the second quarter of 2002 overstated gross PP&E by
approximately $1 billion, or approximately 33% of the total PP&E reported. The amount of

on the same 10-Q was overstated by more than $300 million and HealthSouth s total gross assel
were overstated by more than $1.5 billion.

10.  In or about August 2002, in order to cover up and conceal the materially false an

misleading financial information which HealthSouth had provided to the SEC and the public in
the past, the CEO, defendant OWENS, and the Chief Financial Officer (the “CFO”) at that ti

met and discussed the need for the CFO to sign and file with the SEC a statement which would
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ify that HealthSouth’s financial fairly p d, in all material respects,
ial condition and results of HealthSouth.

The CEO, defendant OWENS, and the CFO also agreed that the CFO would sign
. 10 be filed with the SEC a statement certifying that HealthSouth’s 10-Q for the second
of 2002 fairly presented, in all material respects, the financial condition and results of
puth, when in truth and fact, they knew that the 10-Q contained materially false and

ing information.

12, On or about August 14, 2002, defendant OWENS wilfully caused to be

tted by wire from Birmingham, Alabama to the SEC, in Washington, D.C., the 1350
ment certifying that HealthSouth’s 10-Q for the second quarter of 2002 fairly presented, in
‘!crial respects, the financial condition and results, when in truth and fact, he knew that the
Q contained materially false and misleading information. This document was signed by the
0 and the CFO who also knew that the periodic report attached to the 1350 statement,

s ithSouth’s second quarter 10-Q, contained materially faise information.

13, Defendant OWENS wilfully and knowingly caused to be signed and transmitted
}wire from Birmingham, Alabama to Washington, D.C. for delivery to the SEC other reports

[ HealthSouth's financial results and financial condition which he knew to contain materially

,’ se information or which omitted material information. These included the above- refe d
| ‘O‘Q for the second quarter of 2002 and HealthSourh's10-Q for the third quarter of 2001 which

Bvas filed on or about November 13, 2001,
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14, This document does not set forth the complete and full extent of defendant

OWENS?’ knowledge about criminal activity at HealthSouth, but is intended only to provide

a factual basis for his plea of guilty to an Information filed against him by the government.

ALICE H. MARTIN JOSHUA R. HOCHBERG
United States Attorney Chief, Fraud Section
Northern District of Alabama Criminal Division
United States Department of Justice
by:
GEORGE A. MARTIN RICHARD C. SMITH
Assistant United States Attorney. Deputy Chief, Fraud Section
Northern District of Alabama Criminal Division

United States Department of Justice

MIKE RASMUSSEN RICHARD N. WIEDIS
Assistant United States Attorney Senior Trial Attorney, Fraud Section :
Northemn District of Alabama Criminal Division

United States Department of Justice
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SEC EDGAR Submission QUUIUUS 15U-0U-UUUSZE Page 1l ot Y2

EXECUTIVE COMPENSATION -- GENERAL Tab 21

The following table sets forth compensation paid or awarded to our Chief
Executive Officer and each of our other four most highly compensated executive
officers (the "Named Executive Officers") for all services rendered to

HEALTHSOUTH and our subsidiaries in 1997, 1998 and 1999.

SUMMARY COMPENSATION TABLE 50(33 &‘3_‘ l"\dM/LQ»

St waley
[
<TABLE>
<CAPTION>
ANNUAL COMPENSATION L
BONUS/ANNUAL STOCK
INCENTIVE OPTIO
NAME AND CURRENT POSITION YEAR SALARY AWARD AWARD
<8> <C> <C> <C> <C>
Richard M. Scrushy 1997 $ 3,398,399 $ 10,000,000 1,300,00
Chairman of the Board 1998 2,777,829 - 1,500,00
and Chief Executive Officer(2) 1999 1,634,031 -= 1,050,400
James P. Bennett 1997 639,161 1,500,000 700,000
President and Chief 1998 670,000 - 300,000
Operating Officer 1999 589,058 - 275,000
Michael D. Martin 1997 359,672 2,000,000 450,000
Executive Vice President -- 1998 415,826 -— 260,000
Investments 1999 362,810 - 200,000
P. Daryl Brown 1997 370,673 450,000 250,000
President -- Ambulatory 1998 386,212 - 75,000
Services -~ East 1999 336,820 - 125,000
Robert E. Thomson 1997 305,376 500,000 250,000
President ~ Inpatient Operations 1398 327,928 - 150,000
1999 402,987 - 125,000
</TABLE>
{1) Includes car allowances of $3500 per month for Mr. Scrushy and $350 per month
for the other ©Named Executive Officers in 1997, use of a company-owned
automobile by Mr. Scrushy in 1898, and car allowances of $500 per month for
Mr. Scrushy and $450 per month for the other Named Executive Officers
through September 1998. All such car allowances were discontinued in October
1998. Also includes ({a) matching contributions under HEALTHSOUTH's
Retirement Investment Plan for 1997, 1998 and 1999, respectively, of: $791
$1,450 and $745 to Mr. Scrushy:; $1,425, $1,499 and $1,500 to Mr. Bennett;
$1,324, 81,395 and $1,212 to Mr. Martin; §1,319, $1,415 and $1,212 to Mr.
Brown; and $1,001, $£1,070 and $736 to Mr. Thomson; (b} awards under
HEALTHSCQUTH's Employee Stock Benefit Plan for 19%7, 1998 and 1999
respectively, of $2,889%9, $2,882 and $1,292 to Mr. Scrushy; $2,889, $2,882
and $1,292 to Mr. Bennett; $2,889, $2,882 and $1,292 te Mr. Martin; $2,88%
32,882 and $1,292 to Mr. Brown; and 52,B89%, $2,882 and $1,292 to Mr.
Thomson; and (¢} split~dollar life insurance premiums paid in 1997, 1998 and
1999 of $11,750, $45,187 and $52,108 with respect to Mr. Scrushy; 81,644,
$1,661, and $1,558 with respect to Mr. Bennett; $1,287, $1,338 and $1,271
http://www sec.gov/Archives/edgar/data/785161/0001005150-00-000528-index.himl 5/15/2003
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Page 10 of 85
<85> <C> <C> <C> <C>
Richard M. Scrushy 1999 $1,634,031 —— 1,050,000
Chairman of the Board 2000 3,654,849 - 800,000
and Chief Executive Officer(2) 2001 3,961,169 $6,500,000 1,200,000
William T. Owens 1999 $ 272,944 - 55,000
President 2000 386,510 - 75,000
and Chief Operating Officer 2001 502,115 $1,500,000 400,000
Larry D. Taylor 1999 $ 183,298 ~— 113,166
President ~ Ambulatory Services 2000 278,796 $ 75,000 30,000

2001 452,076 500, 000 150,000
Patrick A. Foster 1999 $ 275,977 - 125,000
President ~- Inpatient 2000 356,043 —— 60,000
Operations 2001 337,922 $ 500,000 150,000
Robert E. Thomson 1999 $ 402,987 — 125,000
Formerly President -~ Inpatient 2000 396,162 - 60,000
Operations 2001 85,556 $ 500,000 10¢, 000
Thomas W. Carman 1999 $ 295,167 -— 65,000
Executive Vice President -~ 2000 326,300 $ 50,000 20,000
Corporate Development 2001 ~\J5,000 80,000

</TABLE>

{1} For the year ending December 31,

2001,

this category includes {a} matching

http://www.sec.gov/Archives/edgar/data/785161/00010051500200053 1/nps.txt

contributions under the BEALTHSOUTH Retirement Investment Plan of $1,020 for
Mr. Scrushy, $0 for Mr. Owens, $1,393 for Mr. Taylor, $1,400 for Mr. Foster,
$719 for Mr. Thomson and $1,059 for Mr. Carman; (b) awards under our
Employee Stock Benefit Plan of $3,263 for Mr. Scrushy, $3,263 for Mr. Owens,
$3,263 for Mr. Taylor, $3,263 for Mr. Foster, $3,263 for Mr. Thomson and
$3,263 for Mr. Carman; and {c) split-dollar life insurance premiums paid of
$54,039 with respect to Mr. Scrushy, $1,492 with respect to Mr. Owens,
51,492 with respect to Mr. Taylor, $1,492 with respect to Mr. Foster, $1,492
with respect to Mr. Thomson and $1,492 with respect to Mr. Carman. See
"Executive Compensation and Other Information ~- Retirement Investment Plan"
and "Executive Compensation and Other Information -~ Employee Stock Benefit
Plan”.

Salary amounts for Mr. Scrushy include monthly incentive compensation
amounts payable upon achievement of certain budget targets. Effective
November 1, 1998, Mr. Scrushy voluntarily suspended receipt of his base
salary and monthly incentive compensation through March 31, 1999, and
veluntarily took reduced compensation through January 2, 2000. See
"Executive Compensation and Other Information -~ Compensation Committee
Report on Executive Compensation ~- Chief Executive Officer Compensation®.

The value of restricted stock awards in 1999 reflects the closing price of
BEALTHSOUTH common stock at the date of the award. The value of these awards
measured at December 31, 2001 was $1,482,000 for the award to Mr. Scrushy
{100,000 shares) and $1,111,500 for the awards to each of Messrs. Owens,
Carman and Foster ({753,000 shares each). The award to Mr. Thomson lapsed in
2001. The awards vest five years from the date of grant, except as otherwise
provided in our 1998 Restricted Stock Plan. See "Executive Compensation and
Other Information - 1398 Restricted Stock Plan”.
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The loans made to Mr. Bennett and Mr. Martin were repaid in full in 2000.
The loans made to Mr. McVay, Mr. Foster, Mr. Horton and Mr. Thomson were repaid
in 2001. In addition, loans made to six persons who were not executive officers
had been repaid in full by December 31, 2001.

COMPENSATION COMMITTEE REPORT ON EXECUTIVE COMPENSATION
General

The establishment and review of HEALTHSOUTH's compensation plans have been
delegated to the Compensation Committee of HEALTHSOUTH's Board of Directors, all
of whom are outside Directors. John S. Chamberlin, Phillip C. Watkins, M.D. and
Larry D. Striplin, Jr., who serves as Chairman, are the current members of the
Committee. The Committee is charged by the Board of Directors with establishing
a compensation plan which will enable HEALTHSOUTH to compete effectively for the
services of qualified officers and key employees, to give those employees
appropriate incentive to pursue the maximization of long-~term stockholder value,
and to recognize those employees' success in achieving both gualitative and
quantitative goals for the benefit of HEALTHSOUTH. The Committee makes
recommendations to the full Board of Directors as to appropriate levels of
compensation for specific individuals, as well as compensation and benefit
programs for the company as a whole.

The following sections discuss the Committee's general philosophy and
policies concerning compensation for executive officers of HEALTHSOUTH, as well
as providing information concerning the specific implementation of such
policies.

Compensation Philosophy and Policies for Executive Officers

As its first principle, the Committee believes that HEALTHSQOUTH executives
should be rewarded based upon their success in meeting the company's operational
goals, improving its earnings, maintaining its leadership role in the healthcare
services field, and generating value for its stockholders, and the Committee
strives to establish levels of compensation that take such factors into account
and provide appropriate recognition for past achievement and incentive for
future success. The Committee recognizes that the demand for executives with
expertise and experience in the healthcare services field is intense. In order
to attract and retain qualified persons, the Committee believes that HEALTHSOUTH
must offer current compensation at levels consistent with those of other
publicly traded healthcare companies. In addition, the Committee believes that
it is in the best interests of HEALTHSOUTH's stockholders to offer its
executives meaningful equity participation in HEALTHSQUTH, in order that those
executives' interests will be aligned with those of the company's stockholders.
The Committee feels that the historic mix of cash compensation and equity
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EMPLOYMENT AGREEMENT Tab 22

EMPLOYMENT AGREEMENT, dated as of April 1, 1998 (this " Agreement™), between
HEALTHSOUTH Corporation, a Delaware corporation (the "Company"), and RICHARD M.
SCRUSHY, a resident of Birmingham, Alabama (the "Exccutive™).

WITNESSETH:

WHEREAS, the Company provides comprehensive rehabilitative, clinical, diagnostic and
surgical healthcare services;

WHEREAS, the Executive is a founder of the Company and serves as Chief Executive
Officer of the Company and as Chairman of its Board of Directors; and

WHEREAS, the Company wishes to assure itself of the continued services of the Executive
so that it will have the continued benefit of his ability, experience and services, and the Executive
is willing to enter into an agreement to that end, upon the terms and conditions hereinafter set
forth.

NOW, THEREFORE, in consideration of good and valuable consideration the receipt and
sufficiency of which are hereby acknowledged, the parties hereby covenant and agree as follows:

1. Employment

The Company hereby agrees to continue to employ the Executive, and the
Executive hereby agrees to remain in the employ of the Company, on and subject to the terms and
conditions of this Agreement.

2. Term

(@)  The period of this Agreement (the "Agreement Term™) shall commence as
of the date hereof (the "Effective Date") and shali expire on the fifth anniversary of the Effective
Date. The Agreement Term shall be automatically extended for an additional year on each
anniversary of the Effective Date, unless written notice of non-extension is provided by either
party to the other party at least 90 days prior to such anniversary.

(b)  The period of the Executive's employment under this Agreement (the
"Employment Period") shall commence as of the Effective Date and shall expire at the end of the
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Agreement Term, unless sooner terminated in accordance with the terms and conditions of this

Agreement.
3. Position, Duties and Responsibilities

(a) The Executive shall serve as, and with the title, office and authority of, the
Chief Executive Officer of the Company and the Chairman of the Board of Directors of the
Company (the "Board") and shall report directly to the Board. The Company shall use its best
efforts to cause the Executive to be nominated and elected (or renominated and reelected, as the
case may be) during the Employment Period as a director of the Company.

(b)  The Executive shall have effective supervision and control over, and
responsibility for, the strategic direction and general and active day-to-day leadership and
management of the business and affairs of the Company and the direct and indirect subsidiaries
of the Company, subject only to the authority of the Board, and shall have all of the powers,
authority, duties and responsibilities usvally incident to the positions and offices of Chief
Executive Officer and Chairman of the Board of the Company.

(c)  The Executive agrees to devote substantially all of his business time, efforts
and skills to the performance of his duties and responsibilities under this Agreement; provided,
however, that nothing in this Agreement shall preclude the Executive from devoting reasonable
periods required for (i) participating in professional, educational, philanthropic, public interest,
charitable, social or community activities, (i) serving as a director or member of an advisory
committee of any corporation or other entity that the Executive is serving on as of the Effective
Date or any other corporation or entity that is not in direct competition with the Company or (iii)
managing his personal investments, provided that such activities do not materially interfere with
the Executive's regular performance of his duties and responsibilities hereunder.

(@)  Theforegoing provisions of this Section 3 shall be subject to the Executive's
right to elect to serve the Company solely as the Chairman of the Board, as provided in Section
22 hereof.

4. Place of Performance

The Executive shall perform his duties at the principal offices of the Company
located at One HeaithSouth Parkway, Birmingham, Alabama, but from time to time the Executive
may be required to travel to other locations in the proper conduct of his responsibilities under this
Agreement.

5. Compensation and Benefits
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In consideration of the services rendered by the Executive during the Employment
Period, the Company shall pay or provide to the Executive the amounts and benefits set forth
below.

(a)  Salary. The Company shall pay the Executive an annual base salary (the
"Base Salary") of at least $1,200,000. The Executive's Base Salary shall be paid in arrears in
substantially equal installments at monthly or more frequent intervals, in accordance with the
normal payroll practices of the Company. The Executive's Base Salary shall be reviewed at least
annually by the Compensation Committee of the Board (the "Compensation Committee™) for
consideration of appropriate merit increases and, once established, the Base Salary shall not be
decreased during the Employment Period, except as otherwise contemplated by Section 22 hereof.

(b)  Annual Target Bonus. The Company shall provide the Executive with the
opportunity to eam an annual target bonus (the “Annual Target Bonus") equal to at least
$2,400.000. The amount of the Annual Target Bopus will be reviewed at least annually by the
Compensation Committee for consideration of appropriate merit increases and, once established
at a specified amount, the Annual Target Bonus shall not be decreased during the Employment
Period, except as otherwise contemplated by Section 22 bereof. The Annual Target Bonus will
be payable in the event that the Company's operations meet the annual performance standard set
forth in the Company's business plan, as approved by the Compensation Committee in each year
of the Employment Period (the "Business Plan"). In the event that the Company's operations meet
the monthly performance standard set forth in the Business Plan, an amount equal to one-twelfth
(1/12) of the Annual Target Bonus (a "Monthly Target Bonus”) shall be payable within five days
following the date the Company’s internal monthly financial statements have been completed. In
the event that any Monthly Target Bonus shall not be paid during the course of such calendar year
because the relevant monthly performance standard was not met, such Monthly Target Bonus shall
again become available for payment if the Company attains its annual performance standard for
such calendar year. In the event that the annual performance standards are not met, Executive
shall nevertheless be entitled to retain all amounts theretofore received in respect of any Monthly
Target Bonuses paid during the course of such calendar year. For the remainder of the 1998
calendar year following the Effective Date, the Executive will be paid $200,000 within five days
following the date the Company's internal monthly financial statements have been completed for
each caleadar month ending following the Effective Date in which the relevant monthly
performance standard is met and, in the event the Company attains its annual performance
standard for 1998, the Executive shall be paid $200,000 of any month, dating back to January,
1998, in which the Executive was not paid the Monthly Target Bonus due to the relevant monthly
performance standard not having been met.

© Other Incentive Plans. The Executive shall participate in all other bonus
or incentive plans or arrangements in which other senior executives of the Company are eligible
to participate from time to time, including, without limitation, any management bonus pool
arrangement. The Executive's incentive compensation opportunities under such plans and
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arrangements shall be determined from time to time by the Compensation Committee upon
consultation with the Executive.

(d)  Equity Incentives. The Executive shall be given consideration, at least
annually, by the Compensation Committee for the grant of options to purchase shares of the
common stock of the Company. In addition, the Executive shall be entitled to receive awards
under any stock option, stock purchase or equity-based incemtive compensation plan or
arrangement adopted by the Company from time to time for which senior executives of the
Company are eligible to participate. The Executive's awards under such plans and arrangements
shall be determined from time to time by the Compensation Committee upon consultation with the
Executive.

(] Employee Benefits. The Executive shall be entitled to participate in all
employee benefit plans, programs, practices or arrangements of the Company in which other
senior executives of the Company are eligible to participate from time to time, including, without
limitation, any qualified or non-qualified pension, profit sharing and savings plans, any death
benefit and disability benefit plans, and any medical, dental, health and welfare plans. Without
limiting the geoerality of the foregoing, the Company shall provide the Executive with the
following: :

@) provision of long-term disability insurance coverage paying benefits
equal to at least 100% of the Executive’s Base Salary and Annual Target Bonus for
the duration of any penmanent and total disability of the Executive, either through
an individual disability insurance policy or otherwise;

(ii) continued provision of split-dollar life insurance coverage and
payment of premiums pursuant to that certain Split-Dollar Agreement between the
Executive and the Company, dated February 1, 1992, as amended; and

(iii)  provision of the pension benefits provided under a non-qualified
retirement plan for the Executive, a summary of the terms of which is attached
hereto as Exhibit A.

43} Fringe Benefits and Perquisites. The Executive shall be entitled to
continuation of all fringe benefits and perquisites provided to the Executive on the Effective Date,

and to all fringe benefits and perquisites which are generally made available to senior executives
of the Company from time to time. Without limiting the geoerality of the foregoing, the
Company shall provide the Executive with the following:

@ provision of executive offices and secretarial staff;
(i)  six weeks paid vacation during each calendar year;
497911.03/7132 1
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(i)  provision of an automobile of the Executive's choice (which may be
traded in for a new automobile each year), plus payment of all related automobile
expenses, including gas, maintenance expenses and automobile insurance;

(iv)  payment of injtiation fees and annual dues for two country clubs of
the Executive's choice, and payment of dues for any professional societies and
associations of which the Executive is a member in furtherance of his duties
hereunder;

(v)  inordertoensure the accessibility and security of the Executive, use
of the Company's aircraft and related facilities for both business and personal
travel and provision of appropriate personal residence security services, a 24-hour

~ bodyguard service, a security-trained driver/bodyguard and any other measures
prescribed from time to time by the Company's corporate security advisor and
approved by the Board; and

(vi) reimbursement of all reasonable travel and other business expenses
and disbursements incurred by the Executive in the performance of his duties under
this Agreement, upon proper accounting in accordance with the Company's normal
practices and procedures for reimbursement of business expenses.

6. Termination of Employment

The Employment Period will be terminated upon the happening of any of the
following events:

(a)  Resignation for Good Reason. The Executive may voluntarily terminate his
employment hereunder for Good Reason. For purposes of this Agreement, "Good Reason” shall
mean:

6] the assignment to the Executive of any duties inconsistent with the
Executive's position (including status, offices, titles or reporting relationships),
authority, duties or responsibilities as contemplated by Section 3 hereof, or any
action by the Company that results in a diminution in such position, autbority,
duties or responsibilities, but excluding for these purposes any isolated and
insubstantial action not taken in bad faith and which is remedied by the Company
promptly after receipt of notice thereof given by the Executive;

(ii)  any material change in the Executive's reporting responsibilities;

(iii)  any material failure by the Company to honor its obligations uader '
this Agreement;
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(iv)  a notice of non-extension of the Agreement Term provided by the
Company to the Executive as set froth in Section 2 hereof;,

(v)  the relocation of the Company's principal executive offices to a
location more than 40 miles from its current location in Birmingham, Alabama, or
the location of the Executive's own office to other than the Company's principal
executive offices;

(vi) any failure by the Company to obtain an assumption of this
Agreement by a successor corporation as required under Section 14(a) hereof;

(vii) the failure of the Company to renominate the Executive to the Board
or the failure of the Company's stockholders to reelect the Executive to the Board;
or

(viil) any purported termination by the Company of the Executive's
employment otherwise than as expressly permitted by this Agreement.

However, in no event shall the Executive be considered to have terminated his employment for
"Good Reason” unless and until the Company receives written notice from the Executive
identifying in reasonable detail the acts or omissions constituting "Good Reason” and the provision
of this Agreement relied upon, and such acts or omissions are not cured by the Company to the
reasonable satisfaction of the Exccutive within 30 days of the Company's receipt of such notice.

(b)  Resignation other than for Good Reason. The Executive may voluntarily

terminate his employment hereunder for any reason other than Good Reason.

{¢)  Termination for Cause. The Company may terminate the Executive's
employment hereunder for Cause. For purposes of this Agreement, the Executive shall be
congidered to be terminated for "Cause” only if (i) the Executive is found, by a non-appealable
order of a court or competent jurisdiction, to be guilty of a felony under the laws of the United
States or any state thereof or (ii) the Executive is found, by a non-appealable order of a court of
competent jurisdiction, to have committed a fraud, which has a material adverse effect on the
Company. However, in no event shail the Executive's employment be considered to have been
terminated for "Cause” unless and until the Executive receives a copy of a resolution duly adopted
by the affirmative vote of a majority of the Board at a meeting called and held for such purpose
(after reasonable written notice is provided to the Executive setting forth in reasonable detail the
facts and circumstances claimed to provide a basis of termination for Cause and the Executive is
given an opportunity, together with counsel, to be heard before the Board) finding that the
Executive is guilty of acts or omissions constituting Cause.
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(d) Termination other than for Cause. The Board shall have the right to
terminate the Executive's employment hereunder for any reason at any time, including for any
reason that does not constitute Cause, subject to the consequences of such termination as set forth
in this Agreement.

(¢)  Disability. The Executive's employment hereunder shall terminate upon his
Disability. For purposes of this Agreement, "Disability” shall mean the inability of the Executive
to perform his duties to the Company on account of physical or mental iliness for a period of six
consecutive full months, or for a period of eight full months during any 12-month period. The
Executive's employment shall terminate in such a case on the last day of the applicable period;
provided, however, in no event shall the Executive be terminated by reason of Disability unless
(i) the Executive is eligible for the long-term disability benefits set forth in Section 5(e)(i) bercof
and (ii) the Executive receives written notice from the Company, at least 30 days in advance of
such termination, stating its intention to terminate the Executive for reason of Disability and
setting forth in reasonable detail the facts and circumstances claimed to provide a basis for such
termination.

()  Death. The Executive's employment hereunder shall terminate upon his
death.

7. Compensation Upon Termination of Employment

In the event the Executive’s employment by the Company is terminated during the
Agreement Term, the Executive shall be entitled to the severance benefits set forth below:

(@ Resignation for Good Reason. In the event the Executive voluntarily
terminates his employment hereunder for Good Reason, the Company shall pay the Executive and
provide him with the following:

) Accrued Rights. The Company shall pay the Executive a lump-sum
amount equal to the sum of (A) his earned but unpaid Base Salary through the date
of termination, (B) any earned but unpaid Annual Target Boous for any completed
calendar year, (C) any eamed but unpaid Monthly Target Bonus for any completed
month in the calendar year of the Executive's termination and (D) any
unreimbursed business expenses or other amounts due to the Executive from the
Company as of the date of termination. In addition, the Company shall provide to
the Executive all payments, rights and benefits due as of the date of termination
under the terms of the Company's employee and fringe benefit plans, practices,
programs and arrangements referred to in Sections 5(e) and 5(f) hereof (including,
but not limited to, any retirement benefits set forth on Exhibit A to which
Executive is entitled) (together with the lump-sum payment, the "Accrued
Rights").

A92911.G3/7132 1

HRC - 003467

Confidential Treatment
Requested By
Fulbright & Jawarski LLP.



225

(ii)  Severance Payment. The Company shall pay the Executive a lump-
sum 1mount equal to the sum of the Executive's then-current Base Salary and
Annual Target Bonus at the time of the Executive's termination, for each year
remaining in the Agreement Term (with pro-rated amounts of such Base Salary and
Annual Target Bonus, on a daily basis, for any partial calendar years during such
remaining Agreement Termn), with such lump-sum payment discounted to present
value using an interest rate equal to 100% of the monthly compounded applicable
federal rate (the "Applicable Rate"), as in effect under Section 1274(d) of the
Internal Revenue Code of 1986, as amended (the "Code”), for the month in which
payment is required to be made. For purposes of determining the portion of the
severance payment based on the Annual Target Bonus to be payable hereunder, the
relevant performance standards for the Company shall be deemed to have been
achieved.

(iii) Continued Benefits. The Company shall pay or provide the
Executive with all employee and fringe benefits referred to in Sections 5(¢) and
5(f) hereof for the balance of the Agreement Term; provided, however, that if and
to the extent the Company determines that any such benefits cannot be paid or
provided under the plans in question due to Code or other restrictions, the
Company shall provide payments, coverages or benefits, which are at least as
favorable to the Executive on an after-tax basis, through other means reasonably
satisfactory to the Executive.

(iv)  Equity Rights. Al stock options and other equity-based rights held
by the Executive at the date of termination shall become immediately and fully
vested and exercisable, and the Exccutive shall retain the right to exercise all
outstanding stock options for the duration of their original full term (without regard
to termination of employment) in accordance with the Founder Retirement Benefit
Program attached hereto as Exhibit B (the "Founders' Program*). The Company
shall forthwith take all necessary steps to amend any relevant stock option plans of
the Company and stock option agreements to the extent necessary to allow for the
foregoing vesting and term of exercise.

(b)  Resignation other than for Good Reason. In the event the Executive
voluntarily terminates his employment hereunder other than for Good Reason, the Company shall

pay the Executive and provide him with the following:

[6)) Accrued Rights. The Company shall pay and provide to the
Execuotive any Accrued Rights.

(i)  Severance Payment. The Company shall pay the Executive a Jump-
sum amount equal to two times the sum of the Executive's then-current Base Salary
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and Annual Target Bonus at the time of the Executive's termination, with such
lump-sum payment discounted to present value using the Applicable Rate for the
month in which payment is required to be made. For purposes of determining the
portion of the severance payment based on the Annual Target Bonus to be payable
hereunder, the relevant performance standards for the Company shall be deemed
to have been achieved.

(¢©)  Termination for Cause. Inthe event the Executive's employment bereunder
is terminated by the Company for Cause, the Company shall pay and provide to the Executive any
Accrued Rights.

(d)  Termination other than for Cause, Disability or Death. In the event the
Executive’s employment hereunder is terminated by the Company for any reason other than for
Cause, Disability or death, the Company shall pay the Executive and provide him with all
severance benefits set forth in Section 7(a) hereof.

(¢)  Disability. Inthe event the Executive's employment hereunder is terminated
by reason of the Executive's Disability, the Company shall pay the Executive and provide him
with the following:

) Accrued Rights. The Company shall pay and provide to the
Executive any Accrued Rights, including all disability insurance coverage.

(i)  Severance Payment. The Company shall provide the Executive with
continued payment of the Executive's Base Salary and Annual Target Bonus, as in
effect on the date of termination, for a period of three years following the
Executive's termination, payable at the times and in the manner such Base Salary
and Annual Target Boaus would have been paid if the Executive had continued in
the empioyment of the Company and as if all relevant performance standards had
been achieved during such periods.

()  Death

In the event the Executive's employment hereunder is terminated by reason
of the Executive's death, the Company shall pay the Executive's representatives or estate the
following:

(D Accrued Rights. The Company shall pay and provide to the
Executive's representatives or estate any Accrued Rights, including all life
insurance coverage.

sLmma g
HRC - 003469

Confidential Treatment
Requested By
Fulbright & Jaworski L.L.P.



227

(ii)  Severance Payment. The Company shall pay the Executive’s
representatives or estate a lump-sum amount equal to the sum of the Executive's
then-current Base Salary and Annual Target Bonus at the time of the Executive's
death, with such lump-sum payment discounted to present value using the
Applicable Rate for the month in which payment is required to be made. For
putposes of determining the portion of the severance payment based on the Anpual
Target Bonus to be payable hereunder, the relevant performance standards for the
Company shall be deemed to have been achieved.

8. Founders' Benefits

Upon the Executive's termination of employment hereunder for any reason, and
in addition to any severance benefits payable to him under Section 7 hereof, the Company shall
treat such termination as a "retirement” for purposes of the Founder's Program, and shall provide
the Executive with the benefits outlined in the Founders' Program in recognition of his status as
a founder of the Company.

9. Change in Control

(a) Supplemental termination Rights. In the event of Executive's termination
other than for Cause, Disability or death or in the event a voluntary termination of employment
by the Executive pursuant to [either Section 6(a) or] Section 6(b) hereof, in either case occurring
within two years following a Change in Control, the Company shall pay to the Executive, in
addition to the severance benefits payable under Section 7(b) hereof, an additional lump-sum
amount equal to the Executive's then-current Base Salary and Annual Target Bonus at the time of
the Executive's termination, with such lump-sum payment discounted to present value using the
Applicable Rate for the month in which payment is required to be made.

Definition. For purposes of this Agreement, a "Change in Control” shall
be deemed to have occurred by reason of:

0] the acquisition (other than from the Company) by any person, entity
or "group" (within the meaning of Sections 13(d)(3) or 14(d)(2) of the Securities
Exchange Act of 1934, but excluding, for this purpose, the Company or its
subsidiaries, or any employee benefit plan of the Company or its subsidiaries which
acquires beneficial ownership of voting securities of the Company) of beneficial
ownership (within the meaning of Rule 13d-3 promulgated under the Securities
Exchange Act of 1934) of 25% or more of either the then-outstanding shares of the
common stock of the Company or the combined voting power of the Company's
then-outstanding voting securities entitled to vote generally in the election of
directors; or
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(ii) individuals who, as of the date hereof, constitute the Board (as of
such date, the "Incumbent Board") ceas~ for any reason to constitute at least a
majority of the Board; provided, however, that any person becoming a director
subsequent to such date whose election, or nomination for election, was approved
by a vote of at least a majority of the directors then constituting the Incumbent
Board (other than an election or nomination of an individual whose initial
assumption of office is in connection with an actual or threatened election contest
relating to the election of directors of the Company) shall be, for purposes of this
Section 9(b)(ii), considered as though such person were a member of the
Incumbent Board; or

(iii)  approval by the stockholders of the Company of a reorganization,
merger, consolidation or share exchange, in each case with respect to which
persons who were the stockbolders of the Company immediately prior to such
reorganization, merger, consolidation or share exchange do not, immediately
thereafter, own more than 75% of the combiped voting power eatitled to vote
generally in the election of directors of the reorganized, merged, consolidated or
other surviving entity’s then-outstanding voting securities, or a liquidation or
dissolution of the Company or the sale of all or substantially all of the assets of the
Company.

10.  Parachute Tax Indemnity

(@)  Ifit shall be determined that any amount paid, distributed or treated as paid
or distributed by the Company to or for the Executive's benefit (whether paid or payable or
distributed or distributable pursuant to the terms of this Agreement or otherwise, but determined
without regard to any additional payments required under this Section 10) (a “Payment”™) would
be subject to the excise tax imposed by Section 4999 of the Code or any interest or penalties are
incurred by the Executive with respect to such excise tax (such excise tax, together with any such
interest and penalties, being hereinafter collectively referred to as the "Excise Tax"), then the
Executive shall be entitied to receive an additional payment (a "Gross-Up Payment™) in an amonnt
such that after payment by the Executive of all federal, state and local taxes (including any interest
or penalties imposed with respect to such taxes), including without limitation, any income taxes
(and any interest and penalties imposed with respect thereto) and Excise Tax imposed upon the
Gross-Up Payment, the Executive retains an ammount of the Gross-Up Payment equal to the Excise
Tax imposed upon the Payments.

) All determinations required to be made under this Section 10, including
whether and when a Gross-Up Payment is required and the amount of such Gross-Up Payment
and the assumptions to be utilized in arriving at such determination, shall be made by a nationally
recognized accounting firm as may be designated by the Executive (the " Accounting Firm™) which
shall provide detailed supporting calculations both to the Company and the Executive within 15
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business days of the receipt of notice from the Executive that there has been a Payment, or such
earlier time as is requested by the Company. In the event that the Accounting Firm is serving as
accountant or auditor for the individual, entity or group effecting the Change in Controi, the
Executive shall appoint another nationally recognized accounting firm to make the determinations
required hereunder (which accounting firm shall then be referred to as the Accounting Firm
hereunder). All fees and expenses of the Accounting Firm shall be borne by the Company. Any
Gross-Up Payment, as determined pursuant to this Section 10, shall be paid by the Company to
the Executive within five days of the receipt of the Accounting Firm's determination. Any
determination by the Accounting Firm shall be binding upon the Company and the Executive. As
2 result of the uncertainty in the application of Section 4999 of the Code at the time of the initial
determination by the Accounting Firm hereunder, it is possible that Gross-Up Payments which
will not have been made by the Company should have been made ("Underpayment™), consistent
with the calculations required to be made hereunder. In the event that the Company exbausts its
remedies pursuant to this Section 10 and the Executive thereafter is required to make a payment
of any Excise Tax, the Accounting Firm shall determine the amount of the Underpayment that bas

occurred and any such Underpayment shall be promptly paid by the Company to or for the
Executive's benefit.

(¢)  The Executive shall notify the Company in writing of any claim by the
Internal Revenue Service that, if successful, would require the payment by the Company of the
Gross-Up Payment. Such notification shall be given as soon as practicable but no later than ten
business days after the Executive is informed in writing of such claim and shall apprise the
Company of the nature of such claim and the date on which such claim is requested to be paid.
‘The Executive shall not pay such claim prior to the expiration of the 30-day period following the
date on which it gives such notice to the Company (or such shorter period ending on the date that
any payment of taxes with respect to such claim is due). If the Company notifies the Executive
in writing prior to the expiration of such period that it desires-to contest such claim, the Executive
shall: )

@ give the Company any information reasonably requested by the
Company relating to such claim;

(ii) take such action in connection with contesting such claim as the
Company shall reasonably request in writing from time to time, including, without
limitation, accepting legal representation with respect to such claim by an attorney
reasonably selected by the Company;

(i) cooperate with the Company in good faith in order to effectively
coatest such claim; and

(iv) - permit the Company to participate in any proceeding relating to such
claim;
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provided, however, that the Company shall bear and pay directly all costs and expenses (including
additional interest and penalties) incurred in connection with such contest and shall indemnify and
hold the Executive harmiess, on an after-tax basis, from any Excise Tax or income tax (including
interest and penalties with respect thereto) imposed as a result of such representation and payment
of costs and expense. Without limitation on the foregoing provisions of this Section 10, the
Company shall control all proceedings taken in connection with such contest and, at jts sole
option, may pursue or forego any and all administrative appeals, proceedings, bearings and
conferences with the taxing authority in respect of such claim and may at its sole option, either
direct the Executive to pay the tax claimed and sue for a refund or contest the claim in any
permissible manner, and the Executive agrees to prosecute such contest to a determination before
any administrative tribunal, in a court of initial jurisdiction and in one or more appellate courts
as the Company shall determine; provided, however, that if the Company directs the Executive
to pay such claim and sue for a refund, the Company shall advance the amouat of such payment
to the Executive, on an interest-free basis, and shall indemnify and bold the Executive harmless,
on an after-tax basis, from any Excise Tax or income tax (including interest or penalties with
respect thereto) imposed with respect to such advance or with respect to any imputed income with
respect to such advance; and further provided that any extension of the statute of limitations
relating to payment of taxes for the Executive's taxable year with respect to which such contested
amount is claimed to be due is limited solely to such contested amount. Furthermore, the
Company's control of the contest shall be limited to issues with respect to which a Gross-Up
Payment would be payable hereunder and the Executive shall be entitled to settle or contest, as
the case may be, any other issue raised by the Internal Revenue Service or any other taxing
authority.

()  If, after the Executive's receipt of an amount advanced by the Company
pursuant to this Section 10, the Executive becomes entitled to receive any refund with respect to
such claim, the Executive shall (subject to the Company’s complying with the requirements of this
Section 10) promptly pay to the Company-the amount of such refund (together with any interest
paid or credited thereon after taxes applicable thereto). If, after the Executive's receipt of an
amount advanced by the Company pursuant to this Section 10, a determination is made that the
Executive shall pot be entitled to any refund with respect to such claim and the Company does not
notify the Executive in writing of its intent to contest such denial of refund prior to the expiration
of 30 days after such determination, then such advance shall be forgiven and shall not be required
to be repaid and the amount of such advance shall offset, to the extent thereof, the amount of
Gross~Up Payment required to be paid.

11.  No Mitigation or Offset

The Executive shall not be required to seck other employment or to reduce any
severance benefit payable to him under Section 7, 8 or 9 hereof, and no such severance beoefit
shall be reduced on account of any compensation received by the Executive from other
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employment. The Company’s obligation to pay severance benefits under this Agreement shall not
be reduced by any amount owed by the Executive to the Company.

12.  Tax Withholding; Method of Payment

All compensation payable pursuant to this Agreement, shall be subject to reduction
by all applicable withholding, social security and other federal, state and local taxes and
deductions. Any lump-sum payments provided for in Sections 7 or 9 hereof shall be made in a
cash payment, net of any required tax withholding, no later than the fifth business day following
the Executive's date of termination. Any payment required to be made to the Executive under this
Agreement that is ot made in a timely manner shall bear interest at the Applicable rate until the
date of payment.

13.  Restrictive Covenants

(a) Confidential Information. During the Employment Period and at all times
thereafter, the Executive agrees that he will not divulge to anyone (other than the Company or any
persons employed or designated by the Company) any knowledge or information of a confidential
nature relating to the business of the Company or any of its subsidiaries or affiliates, including,
without limitation, all types of trade secrets (unless readily ascertainable from public or published
information or trade sources) and confidential commercial information, and the Executive further
agrees not to disclose, publish or make use of any such knowledge or information without the
consent of the Company.

(b)  Noncompetition. During the Employment Period and in the event of a
resignation by the Executive for any reason other than Good Reason, for the 24 month period
following the termination of his employment, the Executive shall not, without the prior written
consent of the Company, engage in the comprehensive rehabilitative and related healthcare
services business on behalf of any person, firm or corporation within any geographical area in
which the Company transacts such business, and the Executive shall not acquire any financial
interest (except for an equity interest in publicly-held companies that do not exceed 5% of any
outstanding class of equity of that company), in any business that engages in the comprehensive
rehabilitative and related healthcare services business within any geographical area in which the
Company transacts such business.  Notwithstanding the foregoing, upon the occurrence of a
Change in Control (whether before or after the termination of the Employment Period), the
restrictions of this Section 13(b) shall cease to apply to the Executive for any period following his
termination of employment hereunder.

(©)  Enforcement. The Company shall be entitled to seck a restraining order or
injunction in any court of competent jurisdiction to prevent any continuation of any violation of
the provisions of this Section 13. .
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14.  Successors

{a)  This Agreement shall be binding upon and shall inure to the benefit of the
Company, its successors and assigns and any person, firm, corporation or other entity which
succeeds to all or substantially all of the business, assets or property of the Company. The
Company will require any successor (whether direct or indirect, by purchase, merger,
consolidation, or otherwise) to all or substantially all of the business, assets or property of the
Company, to expressly assume and agree to perform this Agreement in the same manner and to
the same extent that the Company would be required to perform it if no such succession had taken
place. As used in this Agreement, the "Company” shall mean the Company as hereinbefore
defined and any successor to its business, assets or property as aforesaid which executes and
delivers an agreement provided for in this Section 14 or which otherwise becomes bound by all
the terms and provisions of this Agreement by operation of law.

®) This Agreement and all rights of the Executive hereunder shall inure to the
benefit of and be enforceable by the Executive's personal or legal representatives, executors,
administrators, successors, heirs, distributees, devisees and legatees. If the Executive shonld die
while any amounts are due and payable to him hereunder, all such amounts, unless otherwise
provided herein, shall be paid to the Executive’s designated beneficiary or, if there be no such
designated beneficiary, to the legal representatives of the Executive's estate.

15.  No Assignment

Except as to withholding of any tax under the laws of the United States or any other
country, state or locality, neither this Agreement nor any right or interest hereunder nor any
amount payable at any time hereunder shall be subject in any manner to alienation, sale, transfer,
assignment, pledge, attachment, or other legal process, or encumbrance of any kind by the
Executive or the beneficiaries of the Executive or by his legal representatives without the
Company's prior written consent, nor shall there be any right of set-off or counterclaim in respect
of any debts or liabilities of the Executive, his beneficiaries or legal representatives; provided,
however, that nothing in this Section shall preclude the Executive from designating a beneficiary
1o receive any benefit payable on his death, or the legal representatives of the Executive from
assigning any rights herennder to the person or persons entitled thereto under his will or, in case
of intestacy, to the person or persons eatitled thereto under the laws of intestacy applicable to his
estate.

16.  Entire Agreement

This Agrecment contains the entire understanding of the parties with respect to the
subject matter hereof and, except as specifically provided herein, cancels and supersedes any and
all other agreements between the parties with respect to the subject matter hereof, including,
without limitation, that certain employment agreement dated July 23, 1986, as amended. Any
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amendment or modification of this Agreement shall not be binding unless in writing and signed
by the Company and the Executive.

17.  Severability

In the event that any provision of this Agreement is determined to be invalid or
unenforceable, the remaining terms and conditions of this Agreement shall be unaffected and shall
remain in full force and effect, and any such determination of invalidity or unenforceability shall
not affect the validity or enforceability of any other provision of this Agreement.

18.  Netices

All notices which may be necessary or proper for either the Company or the
Executive to give to the other shall be in writing and shall be delivered by hand or sent by
registered or certified mail, return receipt requested, or by air courjer, to the Executive at:

Mr. Richard M. Scrushy
2406 Longleaf Street
Birmingham, Alabama 35243

and shall be sent in the manner described above to the Secretary of the Company at the Company's
principal executives offices at One HealthSouth Parkway, Birmingham, Alabama 35243, with a
copy to the Legal Services Departinent at the same address or delivered by band to the Secretary
and to the Legal Services Department of the Company, and shall be deemed given when sent,
provided that any notice required under Section 6 hereof or notice given pursuant to Section 2
hereof shall be deemed given only when received. Any party may by like notice to the other party
change the address at which he or they are to receive notices bereunder.

19. Geverning Law

) This Agreement shall be governed by and enforceable in accordance with the laws
of the State of Alabama, without giving effect to the principles of conflict of laws thereof.

20.  Legal Fees and Expenses

To induce the Executive to execute this Agreement and to provide the Executive
with reasonable assurance that the purposes of this Agreemeant will not be frustrated by the cost
of its enforcement should the Company fail to perform its obligations under this Agreement or
should the Company or any subsidiary, affiliate or stockholder of the Company contest the validity
or enforceability of this Agreement, the Company shall pay and be solely responsible for any
attorneys' fees and expenses and courts costs incurred by the Executive as a result of a claim that
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the Company has breached or otherwise failed to perform this Agreement or any provision hereof
to be performer! by the Company or as a result of the Company or any subsidiary, affiliate or
stockholder of the Company contesting the validity or enforceability of this Agreement or any
provision hereof to be performed by the Company, in each case regardless of which party, if any,
prevails in the contest.

21. Conversion to Chairman-Only Status

The Executive may elect at any time during the Employment Period to resign his
position as Chief Executive Officer and serve the Company solely as the Chairman of the Board
("Chairman-Only Status") for the remainder of the Employment Period (as automatically extended
in accordance with Section 2(a) hercof) under the terms and conditions hereof. An election by
the Executive to maintain Chairman-Only Status shall not constitute a violation of the Executive's
obligations under Section 3 hereof, nmor shall it constitute a termination of the Executive's
employment for any purpose under Section 6 hercof. As used in this Agreement, the term
*employment” and similar terms shall be deemed to include service to the Company while
maintaining Chainnan-Only Status.
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IN WITNESS WHEREOQF, the Company and the Executive have executed this Agreement
as of the date first above written.

By

" Michael D, Martin
Executive Vice President
and Chief Financial Officer
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HEALTHSOUTH CORPORATION

EXECUTIVE RETIREMENT PLAN
FOR RICHARD M. SCRUSHY

Summary of Terms'

Retirement Benefits: 1In consideration of Executive's role as Founder, his service
to the HEALTHSOUTH since its formation and in lieu of
the benefits and compensation offered through full-time
employment as Chairman, Executive shall be entitled to the
benefits described below upon his retirement from the active
employment with HEALTHSOUTH and continuing until his
death (as more specifically set forth below). In addition, in
recognition of the Executive's founder status,
HEALTHSOUTH shall provide the Executive with suitable
office and secretarial support within the Corporate
headquarters for a period of up to 10 years following his

retirement.

Benefit Formula: Annual retirement benefit equal to 60% of Base
Compensation (defined below) at Normal Retirement Age

Base Compensation: Average Base Salary and Annual Target Bonus of Executive
in effect as of the date of termination pursuant to the terms
of the Employment Agreement

Vesting: Fully vested at all times, such that all benefits provided for

in this Exhibit A are payable upon Executive's termination
for any reason during the period from and after the date
Executive qualifies for Early Retirement. There can be no
breach of this retirement plan by the Executive except for
violation of Section 13(b) of the Employment Agreement.
This consideration is fully earved by the Executive and
HEALTHSOUTH has no right under any circumstances to
discontinue any payments or other benefits under this plan.

! All defined terms sball have the meanings given to them in the Employment Agreement to which this Exhibit
A is 2 part, and all determinations shall be made in accordance with the terms and provisions hereof.
ATMTLBIITA
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Normal Retirement Age: Age 60
Early Retirement: The retirement benefits provided for in this Exhibit A are

fully vested and accrued in the event of termination for any
reason prior to age 60, but earliest benefit commencement
date is January 23, 2000, the date on which Executive will
have completed sixteen consecutive years of service with
HEALTHSOUTH (with actuarial reduction)

Change in Control: In the event of a Change in Control (as defined in Section 9
of the Agreement) or in the event HEALTHSOUTH
completes a transaction in which it sells or otherwise ceases
to own a business unit, subsidiary, or division representing
30% of its consolidated revenues for the most recently
completed fiscal year, Executive shall thereafter be entitled
to full retirement benefits hereunder (i.e. 60% of Base

- Compensation) upon his termination for any reason,
regardless of age or length of service, which benefits shall
be in addition to any other benefits 1o which Executive is
entitled upon such occurrence. While such a Change in
Control gives the Executive the option to retire early
regardiess of age or length of service, the Executive may, at
his sole discretion, choose to continue working for a period
of time before exercising such option.

Payment: Unless Executive chooses one of the altemative forms of
payment listed below, payment of his retirement benefits
will be in accordance with the normal payroll practices. If
HEALTHSOUTH fails to provide payment in accordance
with the selected schedule and remains delinquent for a
period of 10 business days following receipt of written
notice from the Executive (made in accordance with the
provisions of Section 18 of the Employment Agreement),
HEALTHSOUTH shall pay a penalty equal to three times
the amount owed.

Forms of Payment: Executive's choice of alternative forms:

. Single Life Annuity

. Single Life Annuity with 10 year guarantee
. Joint and Survivor Annuity (50% or 100%)
-

Lump Sum
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. Payment of present value of retirement
benefits in 5 equal annual installments

Death Benefit: For death prior to benefit commencement date and for death
following benefit commencement date, Executive's estate
will receive the annual retirement benefits payable hereunder
(as if Executive had not died) for a period of 5 years

Actuarial Assumptions: Pre-age 60 commencement and alteroative forms of payment
adjusted on an actuarial equivalent basis:

. interest rate - 30 year Treasury rate
. mortality assumption - 1983 GAM Table

Unfunded Status: Plan is an unfunded, unsecured obligation of
HEALTHSOUTH, but HEALTHSOUTH wmay elect to fund
on a tax-neutral basis to Executive
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EXHIBIT B

FOUNDER RETIREMENT BENEFTIS PROGRAM

In recognition of the significant contributions of the management founders of
HEALTHSOUTH Corporation, upon their retirement from the Corporation, the Corporation shall
provide the following benefits to each of them for the remainder of their natural life or until their
written election to cease receiving them:

. Health Benefits. The Corporation will extend its regular Employee Health Benefit
Program, as it may exist from time to time, to cover the retired founder, and his spouse,
for the remainder of their natural lives, with the founder continuing to bear the cost of
dependent coverage. When the individuals become eligible for the Medicare program, or
any other such government-fuuded health benefit, the HEALTHSOUTH benefit program
will become the individual's secondary coverage.

. Insurance. The Corporation will allow the retired founder to continue to participate in any
of the Company's voluntary insurance programs, as they may exist from time to time, until

age 72.
. Split-Dollar Policy. The Corporation will continue to pay the premiums on the retired

founder's existing split-dollar life insurance policies {or any policies issued in substitution
therefor) until such founder reaches age 65 or until the policies are fully paid, whichever
comes first.

. Stock Options. The Corporation will waive the normal option termination period for the
retired founder, so that all vested option graots will continue for the term of the original
grant period.

. Travel. The Corporation will allow the retired founder to utilize the Corporation's travel
department to make personal travel arrangements. In addition, the retired founder will
also be able to use the Corporation's aircraft, at no cost, if the aircraft is already scheduled
for the trip and there are seats available. Otherwise, the retired founder will be allowed
to use the Corporation's aircraft at the standard use rate, including direct and indirect
expenses.
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10-07-03 04:58pm  From-SASMEF LLP 2023717886 T-041  P.001 F~366
Page 10f 1
From: Qwens, Bill
To: Serushy, Richard Tab 23
Subject: EW:
Date:x 02/01/2002 12:46:10 pM EST

---—-Original Message-—--

From: Jones, Susan

Sent: Friday, February 01, 2002 8:27 AM

To:  Owens, Bill; Horten, Bill; Taylos, Larry: Smith, Weston
Subject:

This is the latest version of the DOJ powerpoint slides for our discussions
today.
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Hemard, Casey

From: b daut [b_daut@hotmail.com}

‘ent: Tuesday, October 14, 2003 5:02 PM
.H Hemard, Casey

Subject: Fwd: Re: Current Stock Action

Tab 24

>From: "Scrushy, Richard” <rscrushy@healthsouth.com>
>To: "'b_daut@hotmail.com'" <b_daut@hotmail.com>
>Subject: Re: Current Stock Action

>Date: Fri, 8 Nov 2002 16:31:24 -0600

>

>We did well today with the pressure healthcare had. Tenant traded 93m
>shares. Hrc will do well over time. We will recover. I have a large
>position

>and I will do everything I can and is possible to build wealth for all
>shareholders. Don't forget the goverment cut was not our fault but we will
>do everything we can to reduce the impact. Hold on would be my advice and
>accumulate if possible. I believe we have a great company and time will
>prove just that. Thanks rs

>Sent from my BlackBerry Wireless Handheld (www,BlackBerry.net)
>Confidentiality Notice: This e-mail communication and any attachments may
>contain confidential and privileged information for the use of the
>designated recipients named above. If you are not the intended recipient,
>you are hereby notified that you have received this communication in error
>and that any review, disclosure, dissemination, distribution or copying of
>it or its contents is prohibited. If you have received this communication

in error, please notify me immediately by replying to this message and
>deleting it from your computer. Thank you.

Send instant messages to anyone on your contact list with MSN Messenger
6.0. Try it now FREE! http://msnmessenger-download.com
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From: mhﬂ&awhhnrsch@ﬁxlbnght com> Tab 25

Sent: siday

To: LDavis@PattonBoggs.com, AGoldberg@PattonBoggs.com, ehanson@usstrategies.com, Hervey,
Jason, rpmay@aol.com, bobmay9788@msn.com, jlpoweli@webershandwick.com,
state@webershandwick.com, bschwartz@webershandwxck com, michael deaver@edelman.com,
hollis.rafkin-sax@edelman.com,

Subject: Re: Urgent--Privieged Attorney Client and Work Product

Thadocuiment will be'presentad o the Board sn Tuesday moming
~hmh

Hal M. Hirsch, Partuer

Fulbright & Jaworski, LLP

666 Fifth Avenue

New York, New York 10103

(212) 318-3105 (dir.)

(201) 788-9800 (cell}

(212 318-3400 (fax)

hhirsch@fulbright.com
This email ge and any attach s are for the sole use of the
intended

recipient(s) and contain confidential-and/or privileged information. Any
unauthorized review, use, disclosure or distribution is prohibited. If

you

are not the intended recipient, please contact the sender by reply email
and

destroy all copies of the original and any attact

: yQDavxs@PattonBoggs com>

To: ‘hhxrsch@fulbnght com' <hhirsch@fulbright.com>; Goldberg, Adam
<AGoldberg@PattonBoggs.com™; ‘ehanson@usstrategies.com’
<ehanson@usstrategies.com™; ‘jason hervey@healthsouth.com’
<jason.hervey@healthsouth.com>; 'rpmay@aol.com’ <rpmay@aol.com>;
'bobmay9788@msn.com’ <bobmay9788@msn.com>; 'jlpowell@webershandwick.com’
<jlpowell@webershandwick.com>; 'state@webershandwick.com’
<state@webershandwick.com>; 'hschwartz@webershandwick.com'
<hschwartz@webershandwick com>; 'michael. deaver@edelman.com'
<michael deaver@edelman.com>; hollis rafkin-sax@edelman.com’
<hollis.rafkin-sax@edelman.com™; 'rscrushy@healthsouth.com’

<rscmsh @healthsouth.com>

Talked to RS for one hour late tonite and conferred with Bob May too. RS

iat T Req; by HealthSouth Corp. HHEC 500-00134
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now
leans in favor of public release of complete Fulbright Report on Wed am
after presentation to Board on Tues. Bob May agrees.

Thisdsof coursesubject-ta everyone on this:enail fist hearing the®
readindull by Hal:some time onMondayssand: péihiaps reading along itk

Hil
ifthecan:emailusipenultimate:draft; as he has indicated 1o dne-s

In my opinion, after discussion with most of you Sun nite, just
releasing

the first section on methodology and just last paragraph clearing RS
will

fack context and credibility. I also believe once everyone hears the
full .
factual chronology in the Fulbright Report, all will conclude that it
needs

10 be available to shareholders and the public, and that it provides a
critical basis for accountabiity and remediation by the
Board--something

shareholders are demanding and the press is waiting for. Not releasing
it

also will look like a pullback on our prior commitment to
transparency--with

fittle credible explanation.

Adam--please set up-confeall with:all on the-above emaitlist so-thaty
Hal.

can read:the.report:to:allfirst thing in‘ath. I will be out of town and
returning to DC at 2 pm EST. I propose a second conf call at 4 pm EST
to

reach final judgments on strategy.

This e-mail message contains confidential, privileged information
intended

solely for the addressee. Please do not read, copy, or disseminate it
unless you are the addressee. If you have received it in error, please

call

us (collect) at (202) 457-6000 and ask to speak with the message sender.
Also, we would appreciate your forwarding the message back to us and
deleting it from your system. Thank you.

To learn more about our firm, please visit our website at
http://www pattonboggs.com.

ial T Requested by H Corp.

HHEC 500-00135
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JONES, DAY
e @o02/014
- JONES DAY
51 LOUISIANA AVENUE, N.W.
WASHINGTON, 0.C. 20001 -2113
TELEPHONE: 202-879-3988 » FACSIMILE: 202-626-1700 WRITER'S DIRECT NUMSER:
202-879-3888
Jjerose@jonesday.com
Tab 26
October 7, 2003
VIA FACSIMILE

The Honorable Jim Greenwood

Chairman, Oversight and Investigations Subcommittee
U.S. House of Representatives

Commitiee on Energy and Commerce

2125 Rayburmn Home Office Building

Washington, D.C. 20515

Dear Mr. Chairman:

1 am in receipt of your recent letter requesting that my client, Richard M. Scrushy, appear
and testify before the Subcommittee on Oversight & Investigations next week. Mr. Scrushy will
appear voluntarily at the hearing on Thursday, October 16, 2003 at 9:30 am. as you have
requested, and therefore will not require a subpoena.

For all of the reasons that I explained in my September 24, 2003 letter to you, however,
‘which I am attaching for your reference, he will not answer any questions and will instead assert
his Constitutional rights under the Fifth Amendment not to testify. Nor will Mr. Scrushy be
submitting a written statement in advance of the hearing as you invited him to do.

‘We are disappointed that the Committee has not seen fit to comply with our request that
Mr. Scrusby's testimony be postponed until the lusion of the criminal investigation so that
he would be able to testify fully and answer the Committee's questions, The timing of this
hearing, coming as it does at a very sensitive stage of the ongoing criminal investigation, leaves
him no choice but to exercise his Constitutional rights under the Fifth Amendment.

We will ses you at the hearing next Thursday.

Sincerely yours,

dp R fod

Jonathan C. Rose
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JONES DAY
51 LOUISIANA AVENUE, N.W.
WASHINGTON, D.C. 20001-2113

TELEPHONE; 202-879-3938 » FACSIMILE: 202-626-1700 WRITER'S RIRECT NUMSER)

. 202-879-3888
Jjerose@jonesday.com
September 24, 2003
The Honorable Jim Greenwood

Chairman, Oversight and Investigations SubCommittee
U.S. House of Representatives

Committee on Energy and Commerce

2125 Raybumn Home Office Building

‘Washingron, D.C. 20515

Dear Mr. Chairman:

The purpose of this letter is to request on behalf of Mr. Scrushy that his appearance
before the Committee schednled for Wednesday, October 8 be postponed until the conclusion of .
the criminal fraud investigation of HealthSouth by the U.S. Attorney for the Northern District of
Alabama. As stated below, if the requested postponement is not granted, Mr. Scrushy will
voluntarily appear at the date and time stipulated and will not require a subpoena.

The requested postponement would not unduly inconvenience the Committee which, as-
far as we are aware, has no legislation currently pending before it nor any specific deadline for
the completion of its HealthSouth investigation. However, the conclusion of the U.S, Attomney’s
criminal investigation would free Mr. Scrushy to testify fully to the Committee about the entire
history of and current events at HealthSouth, It would also avoid intrusion by the Committes
into the middle of the U.S. Attomey's invi ivep at a very delicate stage.

Mr. Scrushy has nothing to hide from this Committee or the public. Indeed he
cooperated as fuily with the Committee's investigation as he reasonably can, given the pending
criminal investigation. He has given the Committee full acoess to all his relevant documents,
and is prepared, prior to the completion of the criminal investigation, to give either sworn
tesumony to the Committes, subject to use immuniry, or to be interviewed by the Committes or
its staff. The Comumittee's publicity agent, Mr. Ken Joh has i 1y ch rized the
foregoing as a search for some sort of "sweetheart deal”. It assuredly is not that. Rather, itisa
sincere effort by Mr. Scrushy to provide the Committee with all relevant information, if
information is what it truly seeks.

&

However, we have been advised that the Committee is unwilling to accept Mr. Scrushy's
testimony either on a use immunity basis or, to make appropriate arrangements to interview him
informally "because the Justice Department would object.” We do not know if this is truly the
Justice Department's position, but it underlines the central problem we face as Mr. Scrushy’s
counsel. Mr. Scrushy would very much like to tell his story and the sconer the befter. However,
all of us have seen the staff of this Committee woxk on past hearings in conjunction with the

(’!{

PSR - PANCARS o £ EVRT AR -« RIRLUMBUS - DALLAS » FW\.IT\*WMG » HOUSTON * (RVINE « LONDON + ws‘m.s MADRID « mm

(P — @o03/014
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—— —_— IONES.DAY @oods014
JONES DAY
The Honorable W.J. "Billy” Tauzin
September 24, 2003

Page 2

Department of Justice to create "perjury raps" and other snares for grand jury targets involving
alle:'gedly inconsistent sworn sta;}e);nents on wholly collateral matters. We do not hel_xeve thatisa
legitimate function of a congressiopal investigation. Noris testimonyiunder these circumstances
a risk that competent counsel can recommend to s client currently su_bject' to L ongoing cnmmal
investigation. For these reasons Mr. Scrushy will be forced to exercise bis 5 amendment rights
if his appearance is not postponed as we have requested.

‘We are of course aware that this sort of prudent legal advice aimed at avoiding petjury
traps often leaves many false allegations in the national media unpanswered and thereafter often
repeated. For that reason we concurred with Mr. Scrushy's decision to give Mike Wallace an
exclusive intexview on 60-Minutes without lawyers present and with no questions barred. That
interview will air this Sunday, Septernber 28. Given the Commitiec’s determination not to
interview Mer. Scrushy on a similar basis, we trust that interview will serve any immediate public
need for information from bim. .

This leaves the question of the propriety of the Committee's demand that Mr. Scrushy
appear before it simply so that he can be compelied to assert his constitutional rights on national
television and be subjected to whatever punitive rhetoric members may choose. This issue is not
new. Indeed, it dates back to the so-called rod-baiting or MoCarthy era of the late 1940's and
50's. After that short period of abusc, morc enlightened Congressiona! rules until very recently
prohibited the public browbeating and humiliation of C i i on national television
after they notified 2 Committos of their intention to assert the Fifth amendment. The partisan
fervor generated by the Clinton fundraising scandals stimulated the abandonment of these

- protections and a retum to prior, more primitive practices. ’

Recent articles in national publications have suggested that this Committee’s hearings on
corporate scandals are primarily geared toward atiracting the broadest pessible publicity. Last
summer, /.8 A. Today published & penetrating analysis (copy attached) headlined “Rep. Tauzin
Tums Business Scandals Into Must-Ses TV.” The article laid out the now familiar strategy of
the Committes’s publicity staff: “dribble out damaging documents, orchestrate hearings down to
camera angles, and put the panel’s 57 numbers to work pmnmeling even silent witncssés.”

While prior cheirman John Dingell has statcd, “There’s nothing like a good public
hanging,” many thoughtful critics disagree. They state in the article the Committee’s current
focus on “media attention and public humiliztion has helped twrn the process into a circus.”
Other parts of U.5.4. Today’s piece deplore C ittee press confs “from which no one
will recover” and further speculate about the multiple motives of member exposure, fundraising,
and evep retaliation underlying some of these hearings.

It is not necegsary to agree with any of these speculations to deplore the process on which
the C ittee soome ly emharked. As the Washington Post editorialized (copy attached)
when the corporate scandal hearings first began, “Congress should not be forcing any witness to
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testify solely in order to have television cameras filming their refusals. The wholg ideg of
Congressional hearings is that they elicit information that can then be used for legisiation.. ..
There is no legitimate purpose in creating a spectacle .. ™

However, a8 much as we may deplore it, we recognize that it is well within the power of
this Committee to insist upon a spectacle if it wishes to do so. We therefore give ourassurance
to the Committec that Mx. Scrushy will appear here on the date and time set by the Comumittee if
it wishes him to be here and that it will not be 'y, as its spok Ken Johnson -

colarfully expressed it, to “wallpaper his house with subpoenas™.!

We would simply point out that many investors and employees of HealthSouth have
already suffered from the massive publicity given to government claims which have greatly
exaggerated the size of the frauds at HealthSouth. In additiop to rumors of bankruptey and -
widespread layoffs, these allegations drove HealthSouth's stock price from $3.91 to 10 cents and -
off the New York Stock Exchange thereby damaging countless investors. The truth has only just
now caught up and the stock has fully recovered. Co

Indeed, the Committee’s continued references to the so-called financial collapse at
HealthSouth on its website and in press releases appear aimed at stimulating press hysteria about
the company, rather than 2 factual analysis of its true situation, A company with a projected
operating margin of 16.%, with projected EBITA of $650 million on consolidated net revenues
of $4:1 billion is an exceedingly healthy company - hardly one on the verge of financial collapse.
One can only hope that the Comumittee, in its proposed hearings. will attempt to avoid further
damage to the Cumpany through additional unwarranted negative publicity.

‘We are confident that Mr. Scrushy’s conduct with respect to HealthSouth will be )
vindicated. Further, any unjustified humiliation he might temporarily experience at the bands of
the Committee will be insjgnificant compared to the losses many shareholders and employees
beyond himself have suffered. However, we submit that the Committee through what USA
Today has characterized as its impatient search “for media exposuze . . . with little concern for
the objective facts or faimess” will further undermine public confidence in the integrity and
justice of the political process in general and the Congress in particular.. This is a prospeot
which none of us can regard with any enthusiasm. '

' Birmingham News, Tune 26, 2003, p. 1-D. (copy attached).



277

10/07/03  17:18 FaX JONES, DAY

The Honorsble W.J, "Billy” Tauzin
September 24, 2003
Page 4

Thank you very much for your consideration of our postponement request.

Sincerely yours,

JZ‘L <. ZQL.
Jonathan C. Rose

@ooe/014
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Rep. Tauzin turns business scandals into must-see TV ; Aggressive tactics

have plenty of fans, critics:[FINAL Edition]
Jayne O'Donnell. USA TODAY. Mcpean, Va.: Jul 26, 2002. pg. B.01

Abstract {Arficle Summary)
" . i ' i i bund
Despite the naysayers, there's little question [Billy' Tauzin] has resuscitated a _p?ne! that was largely morl I
. aﬂerp Republica);'ls {:ok over the House in 1894, {'s too early to compare Tauzin's tenure wnh [John Dingelf]'s 13-,
year reign, but many belleve it will be hard for Tauzin to stack up. .

With a Bell unit providing local phone service snd a non-Bell fong-distance business, Qwest was confilcted over
Tauzin's telecom bill, which would require it to build costly high-speed Internet fines everywhere it operates,
including sparsely populsted areas. Tauzin's bill, co-sponsored by Dipgel!. passegi the House handily on Feb.
27, But many members from areas where Qwest operates voted sgainst i, angering some of the committee .
staff, according to peopie familiar with the situation. Qwest received an officlal istter within two weeks notifying it
of an Energy and Commerce probe.

GRAPHIC, B/W, Source: Center for Responsive Politics (CHART); Ready for his close-up: Fox News' Grigory
Khananayev, standing, gets Rep. Billy Tauzin ready for an interview last week in the Cannon‘Hpusa Office
Building. Tauzin is a master of using the media to get his message out. On the go: Billy Tauzin walks with
commiftee spokesmen [Ken Johnson] between appointments in the House office buildings on Capitol Hill.

Full Text (2047 words)
Capyright USA Today Information Network Jul 26, 2002
WASHINGTON - Comporate executives sit et a table - some defensive, some contrite, sorme mute, all

uncomfortable ~ staring up at fist-pounding, paper-rattling members of the House Energy and Commerce
Committes.

As corporete scandals have unfolded, 8 number of House and Senate committess have held hearings with
simiiar scenarios. But no one has turned humdrum legislative process into made-for-TV melodrama like Energy
and Commerce Chairman W.J. "Billy" Tauzin, :

His strategy: Dernand and then dribble cut damaging d s, hearings down fo camera angles
and put the panel’s 57 members to work pummeling even silent witnesses. it's encugh to strike fear in the hearts
of businesses sverywhere. . o

To those who believe public embar isa to white- collar crime, the committee is doing
yeoman's work. As John Dingell of Michigan, the committee's ranking Democrat and former chairman, itkes to
say, "There's nothing fike a good public hanging.”

But critics say the committee's emphasis on media attention and public humiliation has helped turn the process
Into & circus with littie follow-through once the cameras go away. . .

Tauzin, a Louisiana Republican who was once a Democrat, says his efforts have chenged the way CEOs and

. comporate directors view their responsibilities. Committee spokesman Ken Johnson — nicknamed "Congressman
Johnson” for his prominence in the media - says the pansl deserves cansiderable credit for the ouster of at
least six CEOs, the guiity verdict against accounting giant Arthur Andersen and the attention to possible illegal
trading on inside information at biotech company imClone. .

While Congress goes on its August recess, there will be littis rest for committee investigators, who will comb
through documents from companies they are investigating. Then, in , Tauzin and investigations
Subcommittes Chairman James Greenwood, R-Pa., may ratchet up their probes with a hearing a week.
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i he nearly two years he has
59-year-old lawyer and amateur actor, Tauzin has been a fixture in the media for ¢ /WO )
':een-yrﬁnning the corporate inquisitions - dating back to the Firestone tira/Ford Explorer hearings in fall 2000.

) ien i iti i i lenting
With what friends and colleaguss describe as a razor-sharp mind and biting wif, th.e colforful Cajun is uniel

with hearing witnesses and egver—ready with sound bites for reportsrs. But he dismisses talk that he'smore of a
showman than & legislator. He says his skin is as thick as that on the faux alligator head on his-office coffee

table. .

“"The thing | dislike most about this mWn is that everyone finds & reason {o get in your way when you're doing
your job,” Tauzin says, "We have an cbligation here.”

Whife some in business recognize Energy and Commerce's approach as good public refations that they happen
to be on the wrong side of, others say the committee's quest for ink and aiftime has a dangerous downside.

In vne much-criticized move, Tauzin announcad at his third Ford/ Firestone hearing that seven of about 60 tires
Ford was using to replece Firestone tires might be more dangerous than the ones that were being taken off. The
fist of repl; tires was rel d with no indication which ones were suspect.

The National Highway Traffic Safety Admini p anir igation info one tire but closed it withaut a

. recall, Ford volunterily took a tire off the replacement list - a move Johnson says shows the commitiee did the
right thing. Ford wouldn't commaent, but people familiar with its position say the company was livid that the
commiltee risked scaring people away from cocperating with the recall.

Cutting through the politics

-Buz his supporters say Tauzin is the right kind of chairman for taday.

A"He's a pre-eminent legislator and never, ever makes & move without being fully informed," says Hersche!
Abbott, a longtime friend who is BeliSouth's vice president of governmental sffairs. "He is a lerger-than-iife
personglity and uses humor better than anyone [ know to make his point.*

With Enran, "It hasn't always been clear what was going on and who was invoived, but they cut through the

paiftics and the saphisticated finance to get to the heart of what all this means to average Americans,” Sen.

Peter Fitzgerald, R-Hil, says of Energy and Commerce. Tauzin "has really done a stellar job of orgenizing his.
- committee’s investigations, calling the right witnesses ta testify and asking the right questions.®

Greenwood says Justice Department and Securities and Exchange Commission probes of corporate
wrongdoing take too long and ere too secretive for most pecple. By opening portions of their Investigations, the
ittes provides a valuable service, he says. "My view is that we need to send 8 big, big messags to

Corparate America that Congrsss is watching.” . '

Same investors agree. "Our justice system is based on the theory of innocent untit proven guitty. | don't think
applies to congressional hearings, especially when all signs ciearly point to malfeasance among the corporate
executives,” says Mike Gibson; a sales director for Hiton Hotels. "These executives should be held accountable
for misusing their positions.*

Tauzin honed his hearings skills before he was committee chairman, when he led the Firestone/Ford
subcommittee hearings, which resulted in some great television. Photos of crashed Explorers were positioned in
the hearing room so that they were in every shot as former Ford Motor CEQ Jacques Nasser testified. When
former Bridg e/Fi CEOM hi Ono testified, his face was often captured through a teftered tire
positioned in frant of him.

Tauzin also points out that the committee produced tire-safety legisiation at breakneck speed. The sweeping law
requires, smong othar things, that and ti report defects di lin the USA and other
gountries and lewsuits or claims that show a safety problem —~ or fisk going to jail.
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i ising their right hands
But Energy and Commerce members have long believed photos of alieged b_ad guys raising
before Crgxgress can be as effective deterrents as new laws. "Results come in many different fom:s aqd
fashions,” Tauzin says. *| don't believe govemment ought to be solving every problemn-in America. o

Defense tawyers critical of tactics

it i i testify before the
Many defense lawyers are sharply critical of the practice of dragging executives who refuse to
panely. Some sa;vge practice merely helps mernbers impress the folks back home with s!aten_\ents and
questions to silent witnesses. o

‘ ) Fifth Amendment
*l don't betieve they should require the presence of witnesses who they know will assert their Fifth Amendr
rights in order to humnifiste them in a public setting," says Washington lawye.r,‘Roberl Bennf& who represénts
Enron. "This does not advance the factual inquiry or the legislative or ght gosls and the
congressiona! process.” ’ .

Some folks back home agree thet it amounts to non-productive grandstanding. ™ think tis a waste of ime and
my money to have them go to D.C. and stage this for the cameras,” says South Dakote- based air hzaﬂﬁc
controller Bob Huggins, ™if the politicians want to campaign . . . pay the money and advertise onTV!

Rusty Hardin, who defended Arthur Andersen i its criminal trial, says pretrial publicity by Energy and '
Commerce helped poison the well of potentia! jurors. . .

"1 think that committee's use of documents is outrageously unfair. , . . They did it with Andersen, and they're
doing i with WorldCom,” he says. "l don't know the facts {on WerldCom), but they don't either. They have a 3
buneh of documents, which they get by subpoena. And without investigating, they're giving press conferences
from which no one will recover.* . ’

Says Tauzin: "If | lost the case, I'd be looking for an excuse, too.”
Despite the n ,‘ yers, there's little question Tauzin has resuscitated a panel that was largsly morbund-after

Republicans took over the House in 1994, t's to0 early to compare Tauzin's tenure with Dingell's 13-year reign,
but many believe it will be hard for Tauzin to stack up. :

Under Dingell, the panel helped send 13 Food and Drug Administration and industry officlals o jall, heiped bring
down junk bond king Michael Milken and lad the charge against Defense Department procurement scandals.

It's alse too soon to know what Tauzin's role, if any, will be in the prasecution of officlals from Enron to
WordCom. In an early sign of victory, Johnson cites the committee's discovery and release of an e-mail by
Andersen attomey Nancy Temple to Arthur Andersen Enron auditor David Duncan suggesting he doctora’
statement eriticizing Enron's accounting. The e-mail wes cited by jurors as the tuming point in their decision fo
convict Andersen. N

Itis clear that Energy end Commerce's authority and visibility have made it one of the most highly sought-after
committee assignments. Tauzin says at least 80% of the last incoming freshman class asked to be named to the
panel. He says it's because of the panel's reputation and scintiliating work, but the money can't hurt either.

Energy and C: more corporate and individual contributions than any other House
commitise members during the 2000 election cycle and so far this election periad, according to the Center for
Responsive Politics.

Qwest could be next target

Energy and C hes taken advantage of ~ some say stretched the bounds of - ths broadest committee '

lurisdiction in Congress. "We can literally investigate most anything that happens in the country,” Tauzin says.

The next to feel that investigative zeal may be Qwest Communications. In February, the commitiee's
investigations subcommittee was starting to look into tel panies’ i ing practices just
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as 3 House vote an Tauzin's prized bill to further deregulate locai phone service was jooming. Just days before
the vote on the bill, Qwest, the one regional Bell company that wasn't actively lobbymg‘for the bill, was o
d with a letter, ped "draft,” asking for extensive documents on its accounting.’A formal investigation.

Pr 3
might not have to be opened, Qwest wes told.

With a Bell unit providing local phane service and a non-Bell long-distance business, Qwest was conflicted over
Tauzin's telecom bill, which would require it to build costly high-speed Internet lines everywhere it operates,
including sparsely populated areas. Tauzin's bill, co-sponsored by Dingell, passed the House handily on Feb.
27, But many members from aress where Qwest operates vote against #, engering some of the committge
staff, according to people familiar with the situation. Qwest received an official letter within two weeks notifying it
of an Energy and Commercs probe.

People familiar with the discussions say thers were no overt threats. Johnson says the company's lack of
lobbying on the bili was not connected to the probe. He says the committee asked infarmally for documents and
then opened an investigation after the SEC did so In early March,

"Did we twist some arms during the Tauzin-Dingell debate? Sure. But thers was never any implied or expressed
. quid pmmquos as far as Qwest was concemed.” says Johnson. "If's just a coincidence.” Qwest would not
comment,

Now, Qwest joins WorldCom, Global Crossing and ImClone on the list of companies that may be the subject of
" hearings when Congress returns in Sef . ‘

With their dual roles 5 legish and i { Energy end C y wield considerabie clout.
Sorme say it goes too far, but Johnson says Tauzin wouldn't allow the committee of its staff to abuse its power.

" Adds staff directar David Marventano: *We could have investigated everyone who came out against us on
Tauzin-Dingel, but we didnt” s v .

TEXT OF BIO BOX BEGINS HERE
" About W.J. Billy’ Tauzin

Career: Member of the U.8. Hause of Rep ives 1980- p ; chai . Energy and Commerce
Committee since January 2001; member, Resources Commitiee; lawyer; former state legistator

Age: 59

“Familly: Married; five childran from first marriage

Hobbies: Hunting, ﬁsﬁing. comedy theater

Last book read: A Confederacy of Dunces by John Kennedy Tools
Favoritt_a book: The Brothers Karamazov by Fyodor Dostoyeilsky

Bnok.;» he's viritten: The National Retail Sales Tax, a propesal to abolish federal i
a Cajun cookbook preposal to aboti eral income tex, and Cook and Tel,

Book he's writing: A novel Involving a one-legged stripper

Contﬁbuﬁnq: Greg Farrell
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PHOTO, B/W, H, Darr Beiser, USA TODAY; Caption: Ready for his close-up: Fox News' Grigory Khananayev,
standing, gets Rep. Billy Tauzin ready for an interview last week in the Cannon House Office Building. Tauzin is
a master of using the media to get his message out. On the go: Billy Teuzin walks with eommrttee spokesmnan
Ken Johnson be!ween appointments in the House office buildings on Capiw! Hill.

Repmduced with permission of the copyright owner. Further reproduction or distribution is prohibited without

permission.
Subjects: -
Locations: United States, US
People: Tauzin, Bily
Companiss: House of Representatives-Energy & Commerce, Committse on
Author(s): Jayne O'Donnell
" Article types: . News
Calumn Name: COVER STORY
Section: MONEY
Fublication title: USA TODAY. Mclean, Va.: Jul 26, 2002. pg. B.01
Source Type: Newspaper
ISSN/ISBN: 07347456

PmQuest doaument iD: 141922531
Text Word Count 2047



283

16/07/03 17:17 FaX JONES DAY

J— @o12/014
Page 1 of 1

Washington Post Archives: Article

MNEWS STYLE SPUﬂYé i CLASSIFIEDS HMARKETYPLACT
In Defense of Kenneth Lay

Febmary 12, 2002; Page A24

FORMER ENRON chairnan Kenmeth Lay is due to testify today before g Senate
pavel. He has aiready announced that he will assert bis Fifth Amendment right to
remain silent, so you might wonder what the point of going through the entire exercise
will be. How naive. It will serve three very critical purposes: Getting sepators on TV,
getting senators on TV and getting senators on TV. Ob, yes. It will also bumiliate a

itness who lest forget, innocent until proven guilty. Mr. Lay isn't a
sympathetic figure; nor are the Enron executives who were dragged up to Capitol Hill
by a House subcommittee to take the Fifth last week. But the attractiveness of the -
witnesses is not the issue. Congress should not be forcing any witnesses to testify solely
in order to have television cameras filming their refusals. The whole idea of
congressional hearings is that they elicit information that cap then be used for
legislating. When members know that a witness is not going to provide information,
there is no legitiate purpose in creating a spectacle. The idea is for the members to
appear to be holding the witnesses' feet to the fire, and to impute guilt to them through
their refusal to answer questiops. That may be fim for the members, but it tarmishes an
mpuﬁant constitutional protection. There are, afier all, Jegitimate reasons why an
innocent — or largely innocent - person might decline to testify under the current
circumstances.

Admittedly, this sort of grandstanding has 2 long history. But not a1l congressional
investigative committees have stooped to it. Sep. Sam Ervin, who chaired the Senate’s
Watergate investigation, refrained. That's the way to go now, too, An investigation with
a lot of ground to cover shonldn't waste time putting on a show —~ even to shame Mr.

Retum to Search Resulis

s g (ONpost < NEWS STYLE SPORTS CLASSIFIEDS MARKETFLACE
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PANEL DEMANDS SCRUSHY RECORDS EX-CEQ ACCUSED OF STALLING PROBE

June 26, 2003
Section: Business
Page: 1-0
*MARY ORNDORFF News Washington correspondent

WASHINGTDN Congressional investigators on Wednesday accused Richard Scrushy
of dodging thefr request for décuments and threatened to force the former
HealthSouth chief to provide the records.

"We got & song and dance from Mr. Scrushy’s attomey today but not the documants we

wanted,” said Ken Johnson, a spokesman for the House Energy and Commerce Committee. "Mr.

Scrusl\y must tum over everything we heed to conduct our investigation, or we will wallpaper
. his house with subpoenas.” -

But Su-ushys attorney argued there was an agreement with the committee staff to provide
only an index of the records they've asked for, and not the full 30 boxes, Jonathan Rose said
the index was being delivered to Capitol Hitl ‘Wednesday night.

“He s in no way evadmg the committee’s document request, and anybody that says he is flatly
inaccurate abuut it," said Rose, a Washington-based lawyer for Scrushy.

Serushy was ‘asked two weeks ago to pruvide alt of his recurds related to HealthSouth, its
business partners and his private companies. The deadt , and said
the index was inadequate, . .

The committee, chaired by Rep. W.J. “Billy” Tauzin, R-La., s known forits highly publicized
interrogations of wealthy corporate chieftains whose comp have crumbled under
accounting fraud. The committee plans a hearing on HealthSouth for later this summer.

Cdngressmna( investigators have expressed a special interest in whether Scrushy orchestrated
the fraud that so far has snagged 11 criminal convictions of former executives, including those
of every chief financial officer in the companys history.

The Securities and Exchange Commission and federal prosecutors allege HealthSouth inflated
eamings and assets by $2.5 billion since 1997. Scrushy has not been charged with a crime,

There is also a dispute over the reason Scrushy gave for not tumning over copies of the records.
Johnson sald the Scrushy lawyers provided a “sad story” that it would be a financial burden.

“Frankly, 1 am flabbergasted that Mr, Scrushy, who has hired an army of lawyers and who has
made several hundreds of miltions of dollars in selling HealthSouth stack over the years, would
represent to this committee that he does not want to incur costs associated with copy ing
dotuments that are responsive to our requests, That is unacceptable,” said Rep. James
Greenwood, R-Pa., and chairman of the investigations subcommittee.

But Rose countered that the committee is asking for documents that were either provided to
Scrushy by the SEC during an earlier court hearing or already turned aver ta the committee by
HealthSouth's farmer accountant, Emst & Young

“We offered to have them come down here and inspect them and tell us which they would tike
copied,” Rose said. "Once they decide what they want, as long as it's a reasonable number of
documents, we'll be happy to copy them.”
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Finally, the two sides differ on what “personal” information Scrushy is required to provide. The
committee’s definition of records includes e-mails, appointment baoks and diaries, and
investigators specifically asked for anything related to Scrushy's other companies, such as
Marin inc. But Rose said it would provide information only related to HeatthSouth Corp.

“Unfortunatety this appears to be a public relations exercise by the committee,” Rose said. i
was trying to deal with it as a serious legislative inquiry.”

All cantent © 2003- THE Birmingham News (AL} and may not be republished
without permission.

Alf arehives ore hosted by NewsBank Media Services,
@ division of NewsBank, inc.
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TELECONFERENCE OF HEALTHSOUTH CORPORATION

3D QUARTER FINANCIAL RESBULTS

Neovember 5, 2002
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1 MR. BCRUSHY: Thank you very much :
2 and I'd like te thank evexyone for dialing

3 in today the HealthSouth third guarter

4 conference call. I'd like to begin by

5 gtating that third guarter was a challenging

[ . guarter for the ceoumpany. The introduction

7 of Transmittal 1753 certainly had an impact

8 on the company. We had the negative press,

g a lot of bad press on the company, which
10 created some problems Lor us in terms of
i1 referrals, and so we took a2 hit in that
12 particular area.
13 The revenue increased by about 3
14 percent. That's excluding divestitures
15 versus third quarter of last year. The

16 impact, really where we were hurt the most,

17 was in the outpatient area. We had a 14

18 percent reduction in volume resulting in

19 about a 17 percent reduction in revenue
20 decline. This, of course, was due to lower

21 reimbursement, the Transmittal 1733 jimpact,
22 which that shows up in the pricing. Bill
BETA REPORTING
(202} £38-2400 1-800-~522-2382 (703) 684-2382
HHEC 581-0003

Canfidestial Treatment
Requested by HeahtSouth Corp.
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1 Owens will talk about that in a moment, '
2 which is about an 11 percent reduction in

3 pricing. So you had a 14 percent reduction
4 in volume driving a 17 percent reduction in
g revenue in that particular area. But

& there's a lot of good news we're going to

7 talk about as well in other divisions, and

8 we'll walk you through that in a mwmoment and
9 go through all the statistics.

10 As we had a lower revenue number
11 we had an increase in our A.R. days. But if
12 we¢ were ahle to keep those revenues flat we
13 would have shown only a very slight

14 increase. We had about an $18.5 million

15 increase in A.R., s0 our reduction, if we

16 hadn't have had -- without the reduction in
17 revenue we would have had about an 80.5 days
18 in A.R. But with the reduction it actually
13 drove it up to B86.5.
20 Now there were a lot of positives
21 in this challenging guarter. Outside of the
22 outpatient rehab all of the business lines

BETA REPORTING
(202) 638~-2400 1-800-522-2382 (703) 6€8B4-2382

HHEC 581-0004
Confientiat Treatment
Requested by HealthSouth Corp,
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1 had higher revenues versus third guarter of ’
2 last year. Inpatient revenue was actually

3 up 12 percent versus third quarter of last

4 year. Same-store volume growth and

5 inpatient diagnostic and surgery, we had

[ double-digit growth in inpatient revenues.

7 Now pricing increased over third

8 guarter of last year in the inpatient and in

g the surgery area. I think something very

10 important here is that the company had a net
11 debt reduction of $111 million in the
12 quarter even after buying back $31 million

13 of our stock. Obviously we were in the

14 market buying stock back as our pricing went

15 down . So we would have pushed $§140-plus
16 million in debt reduction had we mot spent
17 the %31 million on our stock. So very

18 strong in that respect and so there are sowe
19 very good positives here that I think we

20 need to take a look at.

23 Now I want to ask Bill Owens, our
22 CEO, to walk through the financial

BETA REPORTING
(202} €38-2400 1-800-522~2382 (703) 684-2382
HHUEC 581-0005

Confidentisl Treatment
Reqatsted by HeslthSouth Corp.
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have a iothgeing on but { need some kind of information Thanks. | can be
reached at B/946-4846 pin 1439345. :

Cc;
Subject: FW: HCAP-HCRA GROUP THERAPY?

| knew yoyfRave a lot going on right now but | feel this needs to
be addpdssed from a compliance standpoint. Jon has not
respdnded and when ! mentioned it to Vicki she responded that
© would worry about it when someone from Corporate told he
1o worry about it.. Not the type response that | was hoping for.
Appreciate your thoughts and suggestions.

-----QOriginal Message---
From: Schiatter, Steve
Sent: Monday, April 23, 2001 7:17 AM
To: Santini, Jon T
Ce: Schmidt, Bilt ’

Subject:  HCAP-HCFA GROUP THERAPY?

. 1 read something in the Eli rehab report that
concerns me re: HCFA cade 97150 which states
the 87150 code must be used when a therapist
performs procedures with two or more
individuatls concurrently or during the same time
period. This code obviously pays much fess and
1 do not see how that can be documented on
HCAP? As youknow treating two or more
patients at the same time is probably the rule
more than the exception. Vicki Sherman is
coming here today and | will pose this guestion
1o her. | would appreciale your input. One of
my therapists has presented this concern to me
as well thus 1 must respond scon. THANKS,

HRCA 000516
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From: Santini, Jon

Sent: Wednesday, April 25, 2001 1:49 PM

To: Jimenez, Walt

Ce: Sherman, Vicki; Schiatter, Steve; Schmigt, Bill

Subject:  RE: HCAP-HCFA GROUP THERAPY?

There is a corporate policy reparding this topic. | forwarded this 1o David McMulian (HCAP

Support Services Manager). He Is going lo try and get a copy of it and getitto me.. As scon as |
ge! it t will forward it on. 1 will also forward 1o everyone David's email response. | hope this helps.
1 believe the issue is all in interpretation.

Jon Santini, Jr., ATC

HCAP impiementation & Support

Office: §14-771.5546
Pager; 886-861-7765

E-mail: jor santini@healthsouth.com

~-Original Messages---

From: Jimenez, Walt

Sent: Wednesday, April 25, 2001 2:34 PM

To: - Santini, Jon

Ce: Sherman, Vicki; Schiatter, Steve; Schmidt, Bil)

Subject: . FW: HCAP-HCFA GROUP THERAPY?

Please address this with Vicki or myself no fater than today, ¥m sure you have a lot going
on but | need some kind of information Thanks. 1 can be reached at B00/9456-4646 pin

1439345, .
—--Qriginal Message--
From: Schiatter, Steve
Sent: Wednesday, April 25, 2001 10:20 AM
To: Jimenez, Walt
Ce: Schmidt, Bilt

Subject: FW: HCAP-HCFA GROUP THERAPY?

{ have been advised that 8ill is not in his office today. | really would like some
Corporate input re: this matter. Thanks.

-—-Qriginal Message—--

From: Schiatter, Steve .
Sent. Tuesday, April 24, 2001 4:53 PM
To: Schmidt, Bilt .

Subject: FW: HCAP-HCFA GROUP THERAPY?

1 knew you have a fol going on right now bul | fee! this needs to be
addressed from a compliance standpoirt. Jon has not responded and
when | mentioned it 10 Vicki she responded that she would worry about it
when someone from Corporate toid her to worry about it. Not the type
response that | was hoping for, Appreciate your thoughts and
suggestions.

~-—Qriginal Message-----
From: Schiatter, Steve
Sent: Monday, April 23, 2001 7:17 AM
HRCA 000517
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Schiatter, Steve

From: Santini, Jon

Sent: Wednesday, April 25, 2001 1:49 PM

To: Jimenez, Walt

Ce: Sherman, Vicki; Schiatier, Steve; Schmidt, Bill

Subject: FW: HCAP-HCFA GROUP THERAPY?

Jon Santini, Jr., ATC
HCAP imptementation & Support
Office: 614-771-6545
Pager: 888-961-7765

E-mail: jon santinidhealthsouth.com

—Qriginal Messa:

From:  McMuilan, David

Sent: Menday, April 23, 2001 §:15 PM

To: - Santini, Jon

Subject: RE: HCAP-HCFA GROUP THERAPY?

Jon,

Currently HCAP does not support Group PT/IOT. Healthsouth has
addressed this issue and has a policy regarding the interpretation
described below. In both the paper and HCAP world you could consider
75-80% of HS patients treated in group if you interpreted the description
befow the way the writer of the email appears too.

Let me know if this helps. We are looking to add this into Pen 32, but
G Ther as signifi impacts financi lini

Sincerely,
David

~----Qriginal Message----
From: Santini, Jon

Sent: Monday, April 23, 2001 4:56 PM
To: McMullan, David
Subject: FW: HCAP-HCFA GROUP THERAPY?

How is this handled? | can't remember if we have discussed it | seems very
familiar, but I can't rernember what the explanation is.

Thanks

Jon

JON A, SANTING, JR., ATC
MCAP implernentabion § Support
"Office: §14.771-5545
Pager. B88-961-T765
-~-Onginal Message-— HRC,A 000518
From: Scniatter, Steve
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Schiatter, Steve

From: Schiatter, Steve

Sent: Thursday, April 26, 2001 10:57 AM
To: Sherman, Vicki

Ce: Schmidt, Bill; Jimenez, Walt

Subject:  RE: HCAP-HCFA GROUP THERAPY?

Thanks! As ! mentioned to Jon | know some peaple in indiana who are abiding by this regulation
until APTA or someone can help us, | centainty understand the huge financial implications, but

- am not wilfing to jeopardize my license. | will feel a little more comiortable with the HS policy in
hand 1o present 1o an auditor if needed. f an auditor does not agree with Healthsouth’s
“interpretation” who do they go afler Healthsouth or the individual clinic or clinician?

~-~{riginal Message-——

From: Sherman, Vicki

Sent: Thursday, Aprit 26, 2001 10:18 AM

To: Schiatter, Steve

Ce: Santini, Jon; Jimenez, Walt; Schmidt, Bill

Subject:  RE: HCAP-HCFA GROUP THERAPY?

Apparently ihere was 2 misunderstanding about what | said regarding this topic. The
actual response that | made was that | knew corporate was looking into this issue but that
{to my knowiledge) it had not been resolved. | advised that we not change anything untit
we received direction from corporate. Thisis an exin r v 2t hae 2 hu
financial impact on the facility. | was unaware that there was a policy aiready in place.
Jon, if you can obtain 3 copy of the policy, please forward it to me ASAP.

-——riginal Message-—

From: Santini, Jon )

Sent: Wednesday, Aprit 28, 2001 2:48 PM

To: Jimenez, Walt

Ce: Sherman, Vicki; Schiatter, Steve; Schmidt, Bil)

Subject: RE: HCAP-HCFA GROUP THERAPY?

There is a corporate policy regarding this topic. | forwarded this to David
McMulian (HCAP Support Services Manager). He is going to try and get a copy
of it and get it to me. As soon as t get it | will forward it on. | will also forward to
everyone David's email response. | hope this helps. [ believe the issue is all in
interpretation.

Jon Santini, Jr., ATC
HCAP impiementation & Support
Office: 614-771-5545
Pager: B88-961-7765
E-mait: jon santini@®healthsouth.com

-—-Qriginal Message--—-

From: Jimenez, Walt

Sent: Wednesday, April 25, 2001 2:34 PM

To: - Santini, Jon

Ce: Sherman, Vicki, Schiatter, Steve: Schmidt, Bill

Subject:  FW: HCAP-HCFA GROUP THERAPY?

HRCA 000519
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Schiatter, Steve
From: Schiatter, Steve

Sent: Manday, April 30, 2001 7:27 AM Tab 29
To: Jimenez, Walt
Ce: Schmidt, Bil

Subject:  HCAP-HCFA GROUP THERAPY

As you know from last weeks e-mails | have expressed a concern re: this issue. |am still
concerned as no one seems to be able to provide a copy of the HS policy that David Mc Muilan
talks about. -1 base my concerns not only on the Eli Rehab Report articie dated 4-13-01, but { aiso
have talked to another Indiana P.T. who had an independent compliance audit done for his
practice. Vicki Sherman states that this is an extremely gray area, but the auditor that visited my

friend agreed with what is reporied in the Eli report. ! am nol 10 irying to create trouble and
riainly do understand the financial ramifications of this, but one must alsg consider the financial

ceriainty
issues of a Medicare biling iraud claim,_In Oniando we repéatedly hear “do the right thing” and
isten 1o the compliance atiorneys presentations. | will f ch more. comfortabie when

someone is able to aciually procuce this policy. Your response 1o this issue will be appreciated.

HRCA 000521
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AUG. 12. 2003 3:28PM e.207 P12
maf?emﬁmﬁ R T A A g, Doy
From: Bchigtter, Steve
Sent: Wednesday, May 02, 2001 7:11 AM

Ta: Schrnidt, Bill
Subject: APTA discussion

| am sending this just fo have it documented in my CYAfile. | called Elizabeth O'Brien from the
Dept. of Government Affairs with the Amarican Physical Therapy.Aseatialion to discuss HCFA
fransmittel 1828, specifically the group therapy. She advised me that the Group Therapy section
of the original transmittal has been removed dus to “language"? | then asked for clarification and
sha relterated fhat the group therepy code should be used whenever tras! p
palents af the seme ] 5 Stefed this has been a HCFA guideline dating back to 19987 #
anyone else would Ilke to speek to Ms, O'Brien she can be reached at 800-988 2782 ext.8547

Tab 30
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AUG. 12. 2003 3:36PM NO.209 P 5/16

L o g e

Tab 31 R

SefigReye
From: Schiattar, Steve
Sent: Tuesday, May 18, 2001 2:13 PM
To: Bantini, Jon

Subject; RE: Stonewalled on group therapy

Hey Jon. Who is Mike McCracken? Could you call me re; this situation 765-747-89987 This
really bothers me that no one can or will respond to this.

-----Orlginal Message--—-

| From: Santin), Jon

Sent: Monday, May 14, 2001 8:45 AM
To: McCracken, Mike

Ce: Schiatter, Steve

Subject: FW: Stonewalled on group therapy
Hi Mike,

Wa seen to miss each other on the phone, | am forwarding this to you so you have an
understanding of what my question is about the Group Therapy issue and what the
current HEALTHSOQUTH Policy is sbout it. | hupe you can help resolve the problems and
put everyone's minds at ease. Pleass let me know as soon as you can what the HS
interpretation is and what our policy is regarding it. Thanks.

Jon Bantini

HCAP Implementation & Support
Office 814-771-5646

Pager 888-881-7765

==Original Megsage-—
rom;

Schialler, Steve
Sant: Thurstiay, May 10, 2001 3:08 PM
Tot Santini, Jon
Subject: FW: Stonawailed on group therapy

Just wanted to let you know that | have continued to pursue this and will do so until
we get resolution, FYI. Steve

---Qriginal Message---—

From: Schiatter, Steve

Sent: Thureday. May 10, 2001 7:22 AM
To: Schmidt, Bili

Ce: Stahl, Floyd; Jimenez, Walt
Subject:  Stonewalled on group therapy

As most of you know | have been repeatedly expressing my concems re:
group therapy billing dating back to 4-23-01. | know and realize that this is a
very controversial jssue and is open to many different Interpretations. What
concerns me is that many people and organizations (HCFA & APTA) state
that when treating two or more people at the same time you must bill as
group therapy | have the HCFA transmittal, a tape recorded message from
Elizabeth O 'Brien from the APTA Dept. of Governmental Affairs, and & copy
of the HCFA Federal Register ail backing up this interpretation. | have been
advised that HS has a policy on this, but ail efforts on my part fo cbtain a
copy of this have been unsuccessful. As you should know there is no way
for ug to bill for group therapy in the HCAP system even if we wanted to. The
fact that we are being asked to continue billing with this system, knowing that
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From: McCracken, Mike

Sent: Thursday, May 17, 2001 4:43 PM

To: Santini, Jon

Ce: Schiatter, Steve; McMullan, David
Subject: RE: Stonewe'led on group therapy

From what | understand, HCAP does not allow the therapist to bill group therapy. information
received recently from APTA indicates that group therapy should be bilted for 2 or more
individuals receiving therapy. We hope that co-treatment (different services rendered on 2
patients at the same time while being supervised by one therapist) and dove-tailing will be
considered as allowable for individual therapy by Medicare. This is being worked on at a high
level in Healthsouth, but it sounds like you know as much as | do right now. Please call me if you
have any guestions. Thanks.

Mike
----- Qriginat Message-----
[ From: Santini, Jon
Sent: Monday, May 14, 2001 9:45 AM
To: McCracken, Mike
Cc: Schiatter, Steve

Subject:  FW: Stonewalled on group therapy
Hi Mike,

We seen to miss each other on the phone. | am forwarding this to you so you have an
understanding of what my question is about the Group Therapy issue and what the
current HEALTHSOUTH Poticy is about it. | hope you can help resolve the problems and
put everyone's minds at ease. Please let me know as soon as you can what the HS
interpretation is and what our policy is regarding it. Thanks.

Jon Santini

HCAP Implementation & Support
Office 614-771-5545

Pager 888-961-7765

~—Qriginal Message-—

From: Schiatter, Steve .

Sent: Thursday, May 10, 2001 3:05 PM
To: Santini, Jon

Subject: FW: Stonewalled on group therapy

Just wanted to et you know that | have continued to pursue this and wilt do so until
we get resolution. FYi. Steve

~——Qriginal Message--—

From: Schiatter, Steve

Sent: Thursday, May 10, 2001 7:22 AM
To: Schmidt, Bilt

Cc: Stahl, Fioyd,; Jimenez, Walt

Subject:  Stonewalled on group therapy

As most of you know | have been repeatedly expressing my concerns re:
group therapy billing dating back to 4-23-01. | know and realize that thisis a
very controversial issue and is open to many different interpretations. What
concerns me is that many people and organizations (HCFA & APTA) state
that when treating two or more peaple at the same time you must bilt as
group therapy | have the HCFA transmittal, a tape recorded message from

McMullan/SEC
00711
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Elizabeth O ‘Brien from the APTA Dept. of Governmental Affairs, and a copy
of the HCFA Federal Register ali backing up this interpretation. | have been
advised that HS has a policy on this, but all efforts on my part to obtain a
copy of this have been unsuccessful. As you should know there is no way
for us to bilt for group therapy in the HCAP system even if we wanted to. The
fact that we are being asked to continue billing with this system, knowing that
sorme people may interpret this as billing fraud causes me significant
concern. Once again | must ask for some support, statement or policy from
HS to back up the clinicians who have no choice but to bill for “one on one”
therapy even when in reality this is not the case. Might | suggest that we all
re-read page 6 under the heading “Billing and Coding” from the HS
Standards of Business Conduct “Pulling the Wagon” manual. Your prompt
response to this matter will be appreciated as this has already gone
unresolved for far too long of a time period.

McMullaw/'SEC
00712
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Apr=28-33  10:14a8  From-SASWF L9 wanress T-78¢

e——
@ T '

° 80a/007 -3t

FTI Consuiting
Manin L. Cohen
120! Eys Sweer
NW Suite 400
Tab 32 - Washington, DC 20005
[ Telephone (202) 512 5230
| Facsimile (202) 312 9108
TO: Willizm Owens
President and Chief Executive Officer
HealthSouth Corp.
FROM: Martin L. Cohen, FTI Consulting
DATE: November §, 2002
RE: Fulbright & Jaworski Report - Open Items and Follow-up Questions From
Earnings Announcement
Dear Mr, Owens:

In order w finalize our repor to Fulbright and Jaworski, we have prepared the following
informetion request list. The list combines information outstanding from our fieldwork as well as
new requests based on metrics that the Company released in Tuescday's exrnings announcement.
With respect to the latter, we need to better understand how the metrics released in the earnings
announcerments reconcile to the information in our report.

The following are key economic and statistical metrics that were referenced in your third quarter
call
i 3Q2002 to 3Q2002 17% decline in outpatient rehabilitation revenue.
ii.  3Q2001 to 3Q2002 14% decline in outpatient rehabilitation volume.
i, 3Q2001 t 3Q2002 2.2 M t0 2.058 M decline in outpatient rehabilitation visits.
iv.  3Q2001 to 3Q2002 8.3% decline in owtpatient rehabilitation visits.
v.  3Q2001 to 3Q2002 3.8% decline in “sarne store” outpatient rehabilitation visits,
vi.  §98/visit 1o S89/visit decline in net revenues per visit.
vii,  $23M impact due to Transmittal 1753,
viii.  2Q2002 to 3Q2002 $34M-volume impact,
ix.  2Q2002 1o 3Q2002 11K decline in referrals.
x,  2Q2002 to 3Q2002 visits per discharge decline of one per discharge.
xi. $10M impact on inpatient division due to Transmital 1753,

To facilitate the reconciliation of the above metrics with our report we would like the following
information:

1. Clarification regarding which of these metrics refers to: (i) freestanding clinics, (if)
hospital cutpatient and (iii) hospital satellite faciliti

Priviieged and Confidential
Subject 10 ARomey Client snd Anomey Work Product Privileges

Confidential Treatment
Requested by
HealthSouth Corp, HHEC 44-11 19
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Aore28-03 10:0638  From-SASWF LLP .
= T 1 2023717898 T-T5 P 05007 seDig
Wiilismm Oweas
November 6, 2002 Page 2

2. Supponing documentation and the OPPOTURILY 10 mest with the staff who prepared the
above mentioned merics;

1. ldentification of any non-recurring or ote-time contractusl adjustments andsor chauges 1o
reserves far doubtful accounts during 3Q20027

4. Revenue reconciliation's (at the detail trial balaace level) for outpatient renabilitation
including: (i) fresstanding clinics, (ii) hospital outpatient and (iii) hospita! satellite
facilities) for 3 Qu 2002 end 3% Qu 2001. As past of this analysis we would like 1o see
the breakout, by major payor category, of the following:

2. Cross charges
b. Congactual adjustuments and other contra-revenue sdjustments
¢. Netreveaue

5. Underlying data for the referral and visit volume comments included in the press release
and the earnings conference call. In order to befer understand this, we would propese the
following:

8. A year-over-year analysis of the following key metics for the period 7/1/01 ~
10731/01 compared to 7/1/02 - 10/31/02:
i. Changes in visits per discharge
ii. Same store visit volume
i, Trend in admissions

1 addition, the HealthSouth IT group has created an Oracle database for the period January 2002
<hrough June 2002. We suggest that this datsbase be updated with patient billing data for the
period July I, 2002 thru Ociober 31, 2002 end July 1, 2001 thru October 31, 2001 1o facilitate the
sbove-mentioned analyses. The database should include all existing data structures, existing data
fields and include two new dam fields {1): Admission date, and (2) Discharge date,

Please call me &t (240) 460-3452 1o discuss owr request.

CC:  Hal Hirsch, Esq,, Fulbright & Jaworski LLP
Tromas Dowdell, Esq., Fulbright & Jaworski LL?
Dominic DiNapoli, FT1 Consulting
Debbie Smith, FII Consulting

Privileged and Contidential
Subject to Anormney Client and Attorney Work Product Priviieges

Confidentia! Treatment
Requested by
HealthSouth Corp. HHEC 44.1 120
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lepared by Heulth 5ot Cagaox Glasloa ) Semerasy. Steil 161
s
$175MM Breakdown {g;%‘ﬁ X Tab 33
1/P Medicare i? 31% G /1$54.6 MM @
I/P Non-Medicar 29% @hosy1$51.4 MM

61% $106.0 MM in I/P

0O/P Medicare 11% %hiz $18.7 MM
O/P Non-Medicare 25% @1 $43.2 MM
35% $61.9 MM in O/P

Higher Labor 4% @ $7.2 MM

TOTAL 100% $175.0 MM

Lk
Medicare 42% $73.2 ( ém:w + @1in)
Non-Medicare 54% $94.6° [ ?{3} Lshyn +"@ﬁ73.an)
Labor 4% $7.2
TOTAL 100% $175.0 $108 MM After Tax
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Projected Effect of Qutpatient Reimbursement Changes on Net Revenue
Freestanding Qutpatient

. Proforma 1
YTD Avg. Net Annualized
6130102 Billable Totat Revenue Net Net
Visits Units Units Per Unit Revenue Revenue
Current Priging and Volumes @ .
MIC One to One 5% {3’49.059 d) 3.40 1,186,801 § 18.00 21,362,417 42,724,834
M/C Concurrent ‘ 187,965 3.40 639,047 § 18.00 11,502,340 23,005,680
Non M/IC @ 3.758.083 4.40 16.540.009 § 23.00 380,420,212 _760.840,423
@ 4,296,107 18,365,857 413285468 826,570,937
Projected Pricing and Volumes
M/C One to One 65% 349,089 340 1,186,801 § 18.00 21,362,417 42,724,834
M/C Concurrent 35% 187,956 1.00 187,855 § 18.00 3.383,188 6,766,376
Non M/C 3,759,083 4.18 15,600,236 § . 23.00 358,805427 717,610,854
767,102,064
Fr ding O: i o] in Medi Net 16,239,303
Fr ing Qutpati Dy in N i Net u 43,228,570
Freestanding Qutpatient- Decrease in Total Net Revenue 59,468,873
' 7o
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Draft — Privileged and Confidential - Subject to Attorney Client and Attorney Work
Product Privileges -
Date: QOctober 31, 2002 Tab 34
To:  Weston Smith, HealthSouth
From: James Horgan, FT1 Consulting
CC:  Martin Cohen, FTI Consulting
Re:  Unreconciled Difference in Freestanding Clinic Visits Between Company’s

Analysis of “Projected Effect of Outpatient Reimbursement Changes on Net
Revenue” and Company Reports.

Please let me know if you can provide me with assistance in reconciling the following:

Visits
Company's $176Million Impact Analysis {(See attached) 4,288,107 100%
 fyge A
IT Repori (See attached) Fiom Y 6;4 7{ 3,485,135
Variance 810,972  19%

Please feel free to call me on my cell phone (908) 337 2968 or send any information to
james.horgan@fticonsulting.com or to my office at 1177 Avenue of the Americas, 3"
Floor, New York, NY 10036.

Thank you for your assistance.

HHEC 236-0091
Confidential Treatmeat
Regquested by HealthSouth Corp.

Vize !
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Projected Effect of Qutpatient Reimbursement Changes on Net Revenue

Freestanding Outpatient
Proforma 1
YTD Avg, Net Annualized
6130102 Billabie Total Revenue Net Net
Visits Units Units Per Unit Revenue. Revenue
Current Pricing and Volumes
M/C One to One 6% 349,059 340 1,186,801 § 18.00 21,362.417 42,724,834
M/C Concurent 187,955 3.40 639,047 § 18.00 11,502.840 23,005,680
Non M/IC aj Y 0 . 3.759.083 4.40 16.540.009 § 23.00 380,420,212 760,840,423
Fivm Z Ise 3 > < 4.2?96,10;) 18,365,857 413285466 826,570.937
iy 7opage 1.
Projected Pricing and Volumes
M/C One to One 5% 349,059 3.40 1,186,801 § 18.00 21,362,417 42,724,834
M/C Concurent 3% 187,955 1.00 187,955 § 18.00 3,383,188 6,766,376
Non MIC 3,759,093 4.15 15,800236 $§ 23.00 358,805,427 _T17,610.854
767,102,064
F ding Outpatient- D in Net R 16,239,303
I; ing Of i D in N i Net 43,229,570
¥ O i D in Total Net Revenue 59,468,873
HHEC 236-0092
Confidential Treatment
Requesied by HeslthSouth Corp.

Fose 2/
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HHEC 236-0093
Confidentia} Treatment
Requested by HealthSouth Corp.

]
P
HF VI

asvan.

ASUANE W

BFELT VT dny
o woaug
swrern o
P T L

weus

Xt
a5y

et}

e
ot

[rruar—
RGLLRET T
ko

1003t 8 #5vinany LoD

L imap Sinpesics ey
poutiom < snee3 ot oF b

smersnt o
POUSIE SIS YAy IApRIR sumas g
T

@y b T ae—
#owa
an
an
xn
asv

13
i
segy my

A}
AR
oonreert

LT

FANARAY

ers
[y
v

T

i

Ly

R xd
ok )

.. 3%50?

\Srm:..r =

Prybam - s Ay

ey

[
nus
R I
Iy

BISA'IYNY ONLHUA (INY JONSATU

BRNE

o H

LA ND A0S SYM LVED AN
INOSHY AL MiLHD SA IV A LASCTED MO CELLSEUCEY MM A VIE t W ENGLLYANE CNY BN ASOMS VI R4S
o 1obs (2133 riss o o2 [T
%e0 (el b1 (g COR'BY %eE VOR'RY %te 1e2'8t wra {1824 wer v RUUINGDLY PVIORIY
Lt b1 SyErs e'ss wrer ioc'st 1e0r o0t
weT  mwer  todt gy 9898 wrs os1'Ks ts (24 %E's (713 wer a0 BYEHIY ANBILVANI
wrser retn s5¥108 nr'ees Bt'ise et 0ot ort
wer  mrur  tede “s'y 9'eLs %o SEPEss wy's #erogr “e't e toor v SUHINGD IHSONDVIU
LUV T ) [T4114 68U'Sre ro6'1t {13144 foot 912
@il orcoit 1ebt s tey'osy w0t tesasy 313 os'olt [32) 99’082 oot ent SHILNU) AUHUENS
sreecz 2001 13008 e 221 oRrertt W697'7 foor 2oy
%Il sroeor't tobt K223 IS L wreasy § %5y FOLTAT “ey hr'e wer gt 1) BVIEN SNUILVd LW
aus
Wi SROTRTIOVE e 1N 5ETIE NV VIOL
MILUYID IVLENSNDES SUW 9 SA SO ML 140 LY D

@S'P'ET 1) 1007 WLYYNO ANODES ~ SISATVNY DNLIING ¥ BT T0A



307

Z00T £2 499010 Aspuns 53BajAld 1INPOId HOM ABUI0NY Pue JUB)ID ASUIoNY 01 (GNS -~ [ejIuapyUeD pue pabajiatig Yeia

frge Y/

| 2byg el

‘SH 40 ADADT Aluay woy sapenb Bjep uodn paseq pasedaid

&
[
-«
%0°001 %ED %06 %E6 ~ ssnos (21§
%0°00T S0Z'PSB'E 598°01 é S02'BSE SLISIATIVLOJ, JO WS jel0, .Mm 4
338143 T %000 TLS'6PL'ST  BLYDT YOEYRETT  OE0'ZBET SUNATIVAOL/O WS oL 2= §
OLb'LOVOTES  %bb %0'00T L19'9v6'L59% 9L1'662°1% EBV'006°L655 LS6'9vL'8SS sabisey) 5015 JO NS (€301, m L
Lo
. - Ed
%Z'ET $BT'80S 8201 985'L9¥ 0L5°6€ SLISIA™IVL0L JO wing H«mm
§9'02% S'E Y%bTT €55'164'T 6/8'T 602559'1 SOp'PET SLINNTIVLOL JO Wing, =Y £
0ST'6bS'SES  %bb %0'T1 SBZ'6VS'ZLS  (L9'8ET$  6BI'Z20°L9%  614'BBE'SS  sebieyD ssoun jo wng 7] &
%8'98 TZ0'9VE’E LE8'6 6b5°L10°E SE9'BIE SLISIAIVLOL Jo wng
£5'12% %9'88 610'8S6'ET  66L'81 S§9'169°71  S95'L¥T'T SLINNTIVLOL Jo wing
OZE'8S8'VEZS  %6b T'b %0'68 TEE'L6E'S8SE 66b'091'T$ P6T'QLH'0ESH BES'BSE'ESS  59BieyD $5019 JO WinS|BUIOBNOD
YoL'EE 9T8'L6T'T S96'T b6L'beT'T L60'1LT SLISIA™IVL0L jo wing
ST'EZ$ fad %b'vE 20TTTY'S S08'€ TOE'0vL 'y 960'8.9 SLNATIVLOL J0 wng
8BE'L0L'T0TS  %SH %L'PE THY'BET'8CTS BIS'LOTE  T1SL'pOT'861$ TLE'99L'6Z$  sabieyd 55049 o wing o]
%I'ES SOT'8YO'T [22:93 SSL'768°1 8LSLYY SLISIAIVLOL Jo wing
05°07% Ty %IT'YS L18'SES'S ¥66'pT YSETSEL 695698 SLINN™IVLOL Jo wng
ZEG'0ST'TBIS  %IS %E'YS T69'8ST'LGES 1B6'TS65  EHS'E1ZEES L91°Z66'Eed  sebieyd ssouo jo wng WOoD
WO7ASE  $Venuos 500D TR % oL ey I3 o T ioked
/530 { ANTIIDSIA 1

Z002 aung ybnosyy Azenuer
ioAeq pue suydpsia Aq soisn=as Aoey Bupueissaly

SH



308

Page 1 of 1

Tab 35
Goldberg, Adam

From: deborah.smith@fticonsuuiﬁg.com

Sent:  Tuesday, November 12, 2002 3:01 PM

To: LDavis@pattonboggs.com

Ce: Goldberg, Adam; Dominic.dinapoli@fticonsuiting.com; Sjoquist, Mary
Subject: Re: Fw: HealthSouth

Lanny, Adam and Mary,
As requested, attached please find our estimated fees to complete.

Regards,

Debbie Smith

Deborah M. Smith

Senior Managing Director

FTi Consulting, inc.

1177 Avenue of the Americas
New York, New York 10036
646-471-2313
deborah.smith@fticonsulting.com

PB 02379

9/15/2003
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ﬁr'rl

Fee Estimate for Remaining Tasks

Estimated
Fees and
Tagk. Expenses
Unbilled actuat time from November 6, 2002 through November 12, 2002, $ 2475
Presentation of the FT} report by Dom DiNapoli, Debbie Smith and Martin Cohen 1o tha Board of Directors. 18,000
Review of the FT report by Debbie Smith and Martin Cohen with management and minor edits to the repoct to
i s and feedback. i 19,000
Comparison of the Company's actual third-quarter outpatient therapy results with last year and with FTi's findings: 42,000
Reconcitiation of outpatient therapy net revenue, including changes in contractual aliowances and other reserves;
Comparison of 3Q2002 coding / biting pattems with 3Q2001;
Comparison of 3Q2002 coding / billing patierns with FTI's re-coded sample data;
302002 monthly coding / biling analysis.
Analysis of the Company’s reported cutpatient therapy referral and visit volume trands: 13,000
Analyze change in referral (admission) voiume betwsen 3Q2002 and 3Q2001;
Analyze change in visits per discharge between 3Q2002 and 3Q2001;
Analyze change visits per therapist FTE between 3Q2002 and 3G2001.
Total Remaining Fees and Expenses $ 116,756

‘ PB 02380
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(—}L ) “, 1177 Avenue of the Americas, 3rd Fioor
M JH ' b | ewrom e 10036
646-471-1950 Telephone
646-471-2803 Facsimite

. = /}Hﬁﬁ_ 1, %) N

oNsuLme formerly FTi Policano & Manzo
and PricewaterhouseCoopers
- Business Recovery Services
To: Tom Dowdell, Fulbright & Jaworksi LL.P
From: Debbie Smith, FTI Consulting, Inc.
Date: November 5,2002
Re: HealthSouth Draft Report

Enclosed please find the preliminary draft Report to Fulbright-& Jaworski L.L.P. as
Counsel to HealthSouth Corporation, which was emailed to you last night.

PRIVILEGED AND CONFIDENTIAL
ATTORNEY WORK PRODUCT

Tab 36

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf of its client FJ 000001
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Executive Summary
Background

DRAFT-FOR DISCUSSION PURPOSES ONLY

() HEALTHSOUTH,

Timeline of Significant Events

1 v 1, 1999 - Medicare impl
Outpatient Prospective vuv._.ani System for
outpatient rehabilitation changing from a
cost-based reimbursement system.

1999

r 13, 2002 — Open Forum held by the

ma_.:
a_._aa_‘mo_. Medicare and Medicaid Services
CMs™ Sﬁocmm group therapy issue

 May 17, 2002 — Medicare Carriers
Transmittal 1753

AMW”UAE@/! =Ewn disclosure by

ealth§ 9 of estishated financial impact of

-A_._;

October
> 2002

October 2002 ~ APTA publishes patient care

scenarios for use of individual and group
\ therapy codes.

-

/ ber 2002 — Therapists begin

P

ESG_.QEm and adopting August 2002
‘HealthSouth Medicare billing guidance, as well as

CMS g

Pt

given on September 13, 2002

Open Forum.

The Statement of Limitations of this Report and its Access/Distibution is an
integral part of FIT's analysis, and should be read in conjunction therewith:

6 Privileged and Confidential

F T
Subject 1o Astorney Client and Attorney Client Work Product Privileges m

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf of itsglient

FJ 000008
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DRAFF-FOR DISCUSSION PURPOSES ONLY

FJ 000010

Executive Summa
~..v~ N . 3 (1) HEALTHSOUTH,
Backeround — Medicare’s Recent Guidance Result in Decreased Revenue
Example of Change from Prior Concurrent Billing Approach to Medicare's Recent Guidance
Seenario A: One Therapist Treating Two Patients Concurrently
Assumes That Individual Therapy is Delivered in a Concurrent Manner and Sufficient Direct One-on-One Time to Support Billing Individual
Codes. . .
Charge Codoes (1 07110
10:00AM - 10:15AM - ; ~cnue>_$..\ \ R45AM Medicare Total
10:15AM 10:30AM 10:45AM 11:00AM Payment/Unit  Payment
PRIOR APPROACH: “
Patient A $7110 97110 oo~ | < 9710
Usits Charged 1 i N RN 4 $26 $104
Patient B 97110 97110 7110, SuT0 5208
Units Charged 1 i w/_ /V % 1 4 526 $104 W
NEW GUIDANCE: vul \
Patient A 57110 [ T
Units Charged 1 N 2 $26 $52
Patient B AN V i 97110 HTm::
Units Charged 1 1 2 $26 $52

Y

> Decrease in total Medicare payments from $208 to $104 results in a 50% decrease in the Company’s reimbursement for these two
patient visits :

NTREQUESTED

» However, the following schedule depicting use of the Group code reveals a greater impact...

, ll_I_
ﬁsmsaﬁz:s_Eea%susisﬁiﬁies&ég_.:s g Friviiegedand Confidential ﬂ.a_
integral part of FI1's analysis, and should be read in conjunction therewith. Subject 1o Attorney Client and Aitorney Cllent Work Product Privileges

CONFIDENTIAL TREATME
ByDechertLLPon

behalfof itslient
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DRAFT-FOR DISCUSSION PURPOSES ONLY

Executive Summary g
Q N . . () HEALTHSOUTH, =
Background — Medicare’s Recent Guidance Result in Decreased Revenue g
) £
Example of Change from Prior Concurrent Billing Approach to Medicare's Recent Guidance
Scenario B: One Therapist Treating Two Patients Concurrently \\/ N
Assumes The Two Patients in Scenario A Were Treated As Part of a Group Therapy \m.mn&EN\SS Two Other Patients.
Charge Codds (For Group Pherapy - Y7150)
10:00AM - 10:15AM - Total Medicare Total
10:15AM 10:30AM Billed Units Payment/Unit  Payment
PRIOR APPROACH: (Group Codes Were Not Used)
Patient A T2 0 Rt T SRS 4 [ B
Units Charged 1 1 4 $26 $104
Patient B 97110 Ly HT $208
Units Charged 1 ! s 4 $26 $104
NEW GUIDANCE: \ -
Patient A =9 ]
Units Charged 1 o 1 318 318
Patient B ST30 | NN 536
Units Charged 1 ~ 1 318 $18

VUoﬁnﬁﬁioﬁio&oﬁnuwgo:mm. ﬁ/ﬁwa S&EGmeoe\oamonmmmamnﬁaOongw.m3me§0§¢:§2930§0
patient visits

> Use of group versus individual timed codes - grey area...

The Statement of Limiiations of this Report and lis Acces/Distibution is an Privileged and Confidential FTo
integral part of FT1's analysis, and should be read in confunction therewith. 9 Subject 1o Attorney Client and Attorney Client Work Product Privileges

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behelf of tsclient
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DRAFEFOR DISCUSSION PURPOSES ONLY
Executive Summary

=
=
&) HeaLTHsouTH, RS
. - o <
Review of Company’s Impact Analysis =
mc_\,ﬁ:} T /ﬂ ’)C /A/u
[ _::1_::_ Asiysis .
Hospital (Inpatient and Sanlite) s TSIAMI S 550742 § 1595478 :ww% mmwmwwm.ﬂ%%%%%ﬁwﬁ%mﬂ%ﬁ%
As a Pe Ti < 29% 1% - 61%
@ Perceniege of Tted b 3% ﬂ\ 68%) vs. (34%) for Freestanding Clinics.
Freestanding (Outpatient) 18,655,866 43,229,570 61, wmm 4, a/ 1
ndirect Impact is greater for Non-Medicare
As a Percentage of Total Impact ‘ .Zm\q: 25% wu& ayors than directly on Medicare,
> Additig labor costs included for new therapists
Labor to provide one-on-one treatments.
As a Percentage of Total Impact
Four Major Assumption Drivers:
1) Use group therapy ooanw when Medicare ﬁ ents &lnw 2 ¢o pﬁn/ situation.
zﬂ 2) Percentage of patients treated oonocnna:w us
M 3) Degree to which Non-Medicare Pagors AOo «/ﬁ_m_ omé pensation, etc.) adopt Medicare rules.
4) Net revenue per unit for groupand individual mv for Medicare and non-Medicare.
=1 1
Findings: \ ) ] MJ
» Most of the major ptions were esti ade from t's knowledge of the business and hence not fully supported WM &
with detailed data. .M. 5
3 Preparation of the analysis over three b days limited I *s ability to enhance their assumptions. _:MLW
]
» Nevertheless, given the three day timeframe and information available, the framework for estimating the impact was reasonable m hnu
S
=3
— =3
The Statement of Limitations of this Report and its Accesy/Distibution Is an 1o Privileged and Conidential F T m M
integral part of FI1's analysis, and should be read in conjunction therewlith. Subject to Attorney Client and Attorney Cllent Work Product Privileges & %
=1=]
2[E

LY
4
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Executive Summary

DRAFT-FOR DISCUSSION PURPOSES ONLY

Impact Estimate Summary — All Outpatient Rehabilitation

(1) HEALTHSOUTH,

Scenario
High Mid Low
» Medicare - assumes that 100% | > Medicars - assumes that 100%
» Medicare - asswoes that 100% | of all visite aze imp. 3 of all visits are impacted.
of all visits are imparted, > Commercial - afsume: 5% 1 > Commercial - assumes that 50%
> Commerciel - asmumes that oo~ pehadulesfanbursed fee-schedule-reimb contrects
100% fee-scheduls-reimbursed are impagtéd, are impacted.
contracts are imparted. > WA-EB thas > Other - assumey that
> Other - assumes that 80% onnan.ywﬂ -»nwsw\w.w/ f fee- approximately 30% of fie-
schedule-reimbursed Workers Sche: eimbursed Workers schedule-reimbursed Workers
G millions} Comp programs are affecizd. Comyl progragns are affeciad, Comp programs are affected.
Upside Case .

> Potential recognition by Medicare of
recently issued APTA guidance which implics
more aggressive coding.

> Potential increase in Medicare rater.

)

Base Case

i lidelines:
> Cap of four units per hour for attended
theeapy. o

> Allow use of *59 Modifier." ]

QL

~.

$112

Downside Case

» Elirsinate vae of "59 Modifier”. .

> Eliminate simultancous therapist billing q_./
4 dalities with tmed &

untimed procedures or attended modalites.

$22%

$177

$127

» These estimates are based on a series of assumptions that are not the actual practices
utilized in the field. The actual results from operations may differ.

Kotw: Use of the *53 Modiflur” wlan o
Gilling o growp thatepy cade (wing CPT
medifier coded 39} and & timed ane-cmare

The Statement of Limitations of this Report and its Access/Distibution ls an
integral part of FTI's analysis, and should be read in conjunction therewith, 17

Priviteged and Confidential

Subject to Attorney Client and Attorney Client Work Product Privileges

mqq.

CONFIDENTIAL TREATMENT REQUESTED

By Dechert LLP on behalf ofits client

FJ 0600019
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DRAFF-FOR DISCUSSION PURPOSES ONLY

Executive Summary

Other Findings and Recommendations

(1) HEALTHSOUTH,

Potential Mitigation Strategies

» Company is analyzing / pursuing a number of different strategies to mitigate the impact of Transmittal 1753. Some mitigation

v If Management has not alread
services in light of the significantchan;

14

It’s recommended that the OovaaMn ic] d ¢
Medicare interpretation outcomes. To exal

analytical models be constructed and tested, Onfe the appropriate mitigation strategy(ies) has been identified, high-impact target
locations should be quickly identified for 1 onta ¢ &y(ies) ghvimp g

strategies include:

/
+ Recruit additional licensed therapists - this is the direct response to _M.wa\uw ft therapy issue. As long as there is a positive

margin in providing an incremental unit of therapy, it makes economiC sense to'add therapists in order to fully prevent a
decrease in billed units of therapy. o

Alter patient scheduling patterns - to the extent excess therapist capaCity exists, effo minimize scheduled overlap between
a Medicare patient and other patients could mitigate the loss of ovéral \Wn% ther.

oym. However, de-leveraging of
therapist schedules in the face of capacity constraints has the updesiréble gffect of r eroding patient access. Facilities are

also renewing efforts to minimize cancellations and ows. “Altering patient scheduling patterns by payor may also have
favorable mitigation effects. A .
..
& '

afterns - extended clinical hotiys and ing therapist overlap to patient overlap may have
favorable mitigation effects. However, cre .<ﬂﬁvﬂm inj wvaoam na; imited by the availability of licensed therapists.
I

Change in contracting strategy - while-the responseyto commercjal paybrs and ged care organizations is not yet fully
known, the Company is taking steps<o a_m.%_mmwn agesibetwen its non-Medicare contracts and Medicare’s reimbursement
methodology, rules and requirements. Jhis tar be »oooﬂw jshe w_«mmogmmsm on converting from fee screen reimbursement to
flat-rate per visit, case rate or capitation\Other Mﬁa&; i edicare should also be carefully reviewed for

0
reimbursement and operational implicatio T~

one “” mwo/OoB shoujd actively pursue dialogue with CMS concerning repricing of therapy
M in dlaims,co patterns brought about by Transmittal 1753,
roughly assess all available mitigation strategies under the various aiternative

:MMV 9m5@390w9043o=mEEmwmouunﬁmmmnm,sa»...REQSSBBQ&E&
ty implementation.

v" It is important to note that certain of the operational mitigation options available to the Company involve disparate approaches for

ZM&nE.o and non-Medicare patients. The Company should carefully evaluate all potential effects of these policies - both positive
and negative.

FJ 000020

The Statement of Limitations of this Report and its Acoess/Distibution is an

) 18 Privileged and Confidential F T
integral part of FT1's analysis, and should be read in conjunction therewith.

Subfect to Attorney Client and Attorney Client Work Product Privileges

CONFIDENTIAL TREATMENT REQUESTED

By Dechert LLP on behalf ofitg client
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DRAFT-FOR DISCUSSION PURPOSES ONLY

Hxaaﬁz.a m:EEuQ . | () HEALTHSOUTH,
Other Findings and Recommendations

> The following potential compliance issues arose throughout the process: .

s Use of Inappropriately Licensed Therapist to Bill Physical Therapy Trea gAm/\/ﬂnnwmﬁn Coast Rehabilitation Hospital

~ During the course of our sampling of patient billing data at flic Treasure Coast Rehabilitation Hospital, HealthSouth
regional staff discovered the hospital had been billing Medi _mMAwm ell as other payors) for outpatient physical therapy
services provided by an individual who was not a licenses %W jod rapist, The therapist in question is :.on:maa asa
massage therapist; however, it is our understanding th En\ icare nop&nénw_ therapy license in order to bill for
/\ .
S

Physical Therapy Services. -
Tragsmittal 1753 — Rocky Ridge facility located in

//
~ During a review of Medicare billing procedure: /§ ¢ site-admi /r tor of the Rocky Ridge therapy center, we
determined the center’s therapists, intefiding to bijl EMV Eanwwvr/rﬁwom to Medicare patients, had incorrectly entered the
group therapy identifier in the n”MnNM recordg/billing mwmsmay/\v%w result, Medicare patients were billed individual
therapy codes consistent with prior @a illing,practices and in direct conflict with Transmittal 1753 and the
Company’s current stated policy~hrodghout 25&;@%853_, 2002.
™,
- As it was the intentio
improper training i

Birmingham, Alabama :

.

» Billing of Individual Therapy Codes to Medicare bﬁoﬂ&.ﬂﬁi

T the m/a/Bmw to fallow.the v,uoSwm@,m policy, it appears that this issue was created due to
e :ﬁn&o ility’s thedical records/billing system for the delivery of group therapy.
o

* Incorrect Mapping of Lymphede wﬁ—. ent to code 97150 — Fort Worth Hospital

- During the sample data recading'pfocess for the Ft. Worth, Texas hospital, it was noted that two separate therapy services
in the facility’s charge mastebwere mapped to CPT code 97150 (group therapy). In addition to group therapy, manual
massage therapy for Lymphede; as also mapped to CPT code 97150, rather than code 97124. Notably, multiple units
of service were being charged for Lymphedema treatment under CPT code 97150 (an untimed code limited to one unit of
service per visit),

The Statement of Limitations of thiz Report and lis Access/Distibution is an 19 Privileged and Confidential F T
Integral part of FI1's analysis, and should be read in confunction therewith. Subject to Auorney Cllent and Attarney Client Work Product Privileges

FJ 000021

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP an behalf of its client
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>

»

v DRAFT-FOR DISCUSSION PURPOSES ONLY
Executive Summary l
HEALTHSOUTH,
Other Findings and Recommendations W

~ In this specific instance, overall reimbursement to the Company is less than if such services were properly billed under
CPT code 97124. However, the general compliance risks involved in mapping issues of this nature are

.

The Company may systematically receive excessive reimbursement mq/vﬁ.mﬁﬁm units of services rendered, and
.

The Company may systematically receive reimbursement for ser¢ices net performed.

a follow-up initiative be launched to ensure that all internal cherge tpdés ate mapped to the appropriate CPT code.

Certain hospitals are billing more than one unit of group Eogvﬁgmwmmﬁ
dat; 0!

~ During our review of the September 2002 Z&Z@nm for the Hospital Outp4tient and Satellites, its was noted that
o

v’ Ttisour §%~m§5§ﬂ9& the Company recently completed a Nevnwm ive bharge master review. We recommend that
s

certain facilities were billing CPT code 97150 p,_therapy) using more than one unit of service per visit. Frank
Dicesare (Controller — Inpatient Division) was d S/wEE_d ith selected facilities as to the reason for such billing
anomalies. Mr. Dicesare discovered that at least R%@%E@é& intentignally billing multiple units of group therapy in
order to prevent the facility’s internally-reported prod mmwv_mm mwwam mﬁw\%.a. billed units per FTE) from declining due to
ed\o at the GareMedic Medicare claims software utilized by the

incldde untimed CPT codes with units of service greater

all, clatips whid
than one (1) are flagged for editi e Wn&»_ laim(‘submission to Medicare. Although the CareMedic software
will detect this group code billing 1 ) tonoty that the CareMedic edits can be overridden by local billing
<

m ﬂ
wnaogu_..ﬁmouo.ﬁionr \grm%/ﬁwanmmwzw %8 JMJM Lm525«ommwuw_ZamZQEEswmwﬁwm=chawﬁamu
Emgoamirnaug_ _‘EV.NNQ wacmmnﬂa:/w w @mw«» aoﬁng&mnmomiﬁn.
- s

/ ﬁ // .

September recoding indicates that the Comp:
guidelines based on our best judgement

use of the group code. Mr. Dicesare

co!

Company currently includes an edi .rﬁ-. “.w
prio @,
ue, 1 1

y i3 coding Medicare patients in a more aggressive pattern than our altemative coding
¢l consensus in the industry.

There has been no detailed formal guidance from C;
inconsistent methodology of coding in the fiel

orate to address the complex changes related to Transmittal 1753 resulting in

v Develop a Company interpretation of and practice guidelines related to Transmittal 1753 and provide guidance to the field.

v wuoﬁmov the best practices model to maximize return on operations by incorporating different settings, payor mix, and therapist
everage.

—
The Stafement of Limitations of this Report and tts Accesy/Distibution s an g0 Priviteged and Conydential F T
integral part of F11's analysis, and should be read in conjunciion therewith, Subfect to Attorney Client and Attorney Cliens Work Product Privileges

CONFIDENTIAL TREATMENT REQUESTED
By Dechert LLP on behalf of its client

FJ 000022
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DRAFT-FOR DISCUSSION PURPOSES ORLY

» No formal testing of coding procedures have been done to date, gﬂ&op @?&: is

» We understand that the Company is consi

Humn.:_wa m:EE»Q . ) () HEALTHSOUTH,

Other Findings and Recommendations .

» There are no formal policies and procedures in place to roll out coding policy changes to the field and provide education of the new
policies and procedures. :

» The responsibility and authority to interpret and implement such a policy change su€h'ag Transmittal 1753 does not fall to one responsible
party or division o ascertain implementation and compliance.

v Impl t procedures to di inate Corporate positions on changesifo the mnmﬂ d designate someone with the responsibility and
guthority to implement and oversee the process to include both % ,oﬂwna raining.

ntly adding a sample testing of
Transmittal 1753 to its audit scope. The Corporate Integri reement also requires an internal billing review of Inpatient Rehab
Facilities billings and coding systems this year. /

/// >

~
v" Implement controls to test the compliance with guidel amy
d toub!

s, N
~  Consider adding a compliance testing Section relat ling mmwwvo&sm to the HealthSouth Clinical Audit Review
(“HCAR”) program with the freegtdnding clinics.
- Consider the extension of the Health r%wim n-Services {'HIS”) department service of education, training, research, help
desks, and compliance auditing to the Inpatient and tient Rehab areas. ’

- um._..o Om_._..uonmﬁ Inte; ﬁyw@u ,mmW&u for May 2002 through May 2003 requires the test of coding for the
ospitals. :

: ntering into more risk contracts such as capitation mmamaoaﬁ which generally provide
for the Company to receive a fixed reimburserent rate méos as per member per month) in exchange for providing treatment to a payor's
members, regardless of their utilization of services.

er systems and model the affect to assess the risks associated with these contracts to

¥" The Company should consider developing ma.ou%
project profitability on this type of business model and to manage and track member utilization under the contract.

—
The Statement of Limitations of this Report and its Accesy/Distibution is an 9y Privileged and Confidential FTa
Integral pari of FIT's analysis, and should be read in conjunction: therewith. Subject to Attorney Cllent and Atcorney Client Work Product Privileges

CONFIDENTIAL TREATMENT
Bv Dechert LLP on behalf

FJ 000023
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Executive Summary

DRAFT-FOR DISCUSSION PURPOSES ONLY

Other Findings and Recommendations ;
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discharges, it appears that ...
* Hospital Outpatient and Satellite
* Freestanding

1

freestanding commercial and other payor

[ being impl d to Medi patients,

Q 1

ges, August,and Sep 2002 visits for September

"

> Management has indicated concemn that clinicians will Eﬂﬂ nVE,&s of nyﬂ.BQdE and other payors as a result of coding
s .

4 ~, .
> Based on an analysis of a 4 sample of two ﬁ%\» in mojac n/mymw. il o/aw\s\on appear that there has been a negative impact in

W
din,
codi

» However, some changes in non-Medjcare, ¢
revenue: N

* Hospital - $1.875 BEE:% jze /
¢  Hospital satellites - $1.643 million lize

e

were foun /w#&,n Gspitals and hospital satellites resulting in reductions in net

The Statement of Limitations of this Report and lts Access/Disibution is an
Integral part of FI1's analysis, and should be read in confunciion therewith.

. g3 Frivieged aid Confdental LU
. Subject to Attorney Client and Attorney Client Work Product Privileges

CONFIDENTIAL TREATMENT REQUESTED

FJ 000024

By Dechert LLP on behalfofits client



321

Impact Estimate Summary — By Payor and Setting

DRAFT-FOR DISCUSSION PURPOSES ONLY
Impact Analysis of Medicare Coding Guidance

() HEALTHSOUTH,

» Freestanding clinics comprise the largest percentage of the impact.

» The risk of Commercial and Workers Compensation insurers oo=<a&uw to Medi

w.m/m&aw:on comprises $110 million of the base case

mid-range scenario.
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